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PREFACE 


This book represents an attempt to approach the problems of 
pubhc finance largely through welfare economics. PubHc finance, 
like any other class of governmental activities, can be directed 
toward achieving particular objectives of economic policy. The 
objective which has been held uppermost in most treatments of 
public finance is that of securing tax revenue adequate to balance 
the budget of the governmental unit being considered. The 
functions which should call forth government expenditure have 
not been too clearly defined. Nor can the important effects of 
various tax policies be viewed in perspective when analyzed 
within this restricted definition of adequate tax revenues. 

Part I of this book describes the nature of the public economy 
and outlines the objectives of economic policy which appear to be 
widely accepted ■within the United States. A description of the 
principal ways in which the patterns of taxation, public expendi- 
ture, public debt, and intergovemmental fiscal relations have 
changed in the United States during the past fifty years is also 
contained in Part I. 

For more than a decade, the relationships between fiscal policy 
and the level of employment have been receiving increasing at- 
tention. Full employment appears to be one of the objectives of 
economic policy to which nearly every citizen subscribes. The 
relationships between fiscal policies and the level of employment 
are discussed in Part 11 of this book. In addition to full employ- 
ment, .equity in the distribution of income and optimum resource 
allocation appear to be important objectives of economic policy. 
The definition of an equitable distribution of income which is ac- 
ceptable to all has not yet been formulated, however. The rela- 
tionships between fiscal policies, achievement of optimum re- 
source allocation, and various income distributions are treated in 
Part III. 
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Part IV evaluates various kinds of taxation in terms of their 
effects upon resource allocation, income distribution, and the level 
of employment. This section also contains analysis of the effects 
of public borrowing and of some of the problems of debt manage- 
ment. Intergovernmental fiscal relationships are described and 
evaluated in terms of their contributions to welfare objectives 
in Part V. 

The ideas underlying this approach obviously do not originate 
with us. Our method of looking at the problems has been strongly 
influenced by our contacts witli the works of Abba P. Lemer, 
Alvin H. Hansen, and others. The concept of the “public econ- 
omy” used in the book is one extensively employed by Bowman 
and Bach in their Economic Analysis and Public Policy. Also, 
discussions with our colleagues, particularly Kenneth Boulding, 
Gerhard Tintner, and Leonid Hurwicz, have decidedly influenced 
our approach. 

Professor Albert G. Hart of Columbia University read the man- 
uscript at various stages and has made many suggestions for im- 
proving both the rigor and clarity of the exposition. Chapter 
IX is an outgrowth of his insistence that some economic criteria 
can be evolved for guiding political decisions about government 
e.xpenditure. 

Our colleagues at Iowa State College have been of assistance 
in reading various parts of the manuscript and offering their com- 
ments. We are particularly indebted to Lester Blum, Elisabeth 
Curtiss, Donald Kaldor, W. G. Murray, Gerhard Tintner, and 
Wallace Wright. We also acknowledge indebtedness to Donald 
C. Horton of the Bureau of Agricultural Economics who read the 
first twelve chapters of the book critically. John A. Nordin has 
given us both his time and his assistance. Finally, we express 
our appreciation to W. G. Murray, head of the Department of 
Economics and Sociology, for maMng it possible for the writers 
to devote a portion of their time to this piece of work. 


E. D. A. 
O. H. B. 
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PART ONE 

AN OVER-ALL VIEW OF 
THE PUBLIC ECONOMY 




CHAPTER I 


NATURE OF THE PUBLIC ECONOMY 

T he study of public finance has assumed increasing impor- 
tance as a field of economic analysis in recent decades. 
Several factors have contributed to this trend, one of which has 
been the continued growth of government (see Table 1). Of 
greater importance has been a growing recognition that the 
money expenditures and money receipts of government may af- 
fect not only the pattern of production and the distribution of the 
total product among the various income receivers, but also the 
level of production and employment within the economy. 

Virtually any meaningful measure which can be applied to the 
available data indicates almost continuous growth in government 
in the United States during the past half century.^ Of course, 
there has been an increase in the population of the United States. 
Between 1890 and 1940 the population of continental United 
States approximately doubled: in 1890 it was 63 million, while in 
1940, it was nearly 132 milhon. During this same period, the 
number of Federal employees (excluding military personnel) in- 
creased about sixfold. State and local governments also are 
employing many more people than they did a half century ago. 
There has been an expansion in total dollar e^enditures; there 
also has been an upward trend in per capita money expenditures 
(adjusted for changes in the value of money); and the ratio of 
public expenditxues to national income has increased. The last 
two measures are of particular importance. They indicate an 
expansion in the role played by government in providing income 
(money payments and services) to the average -individual and 
also that the relative share of national income being channeled 
through government has been rising. (Refer to Table 1.) 

The continued growth of government together with the 

^ Chapter II describes in greater detail (as part of a discussion of the changing 
pattern of government finance) the changes that have taken place in the size and 
scope of government. 
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changes in govenimental fiscal activities initiated during the 
thirties have brought about important changes in the study of 
public finance. Since about 1930 (the beginning of the major 
interv.'ar depression) tire various aspects of government finance 
have been studied increasingly with reference to their eflEects on 
the economy as a whole as well as their impacts upon the treas- 
ury. 

Relatively greater attention has been given to the effects of 
go^n^rlnlentai fiscal operations upon the levels of production and 
emplovrnent in the economy. Increased emphasis is being 
placed upon interrelationships between governmental receipts 
and expenditures. Less emphasis is being accorded the separate 
treatment tv|ricalh’ given to governmental expenditures, reve- 
nues, and borrowing in earher public-finance studies. Pubhc 
finance is fast becoming a study of the public economy. 

The Public Economy 

Governmental activities are both numerous and varied. Gov- 
ernments are charged with the responsibility for formulating and 
enforcing the rules which will permit our social organization to 
function smoothly. These rules govern relations between peo- 
ple; some are designed to discourage one person from damaging 
the body or property of another. Antimonopoly laws supposedly 
limit inequalities in the relative bargaining powers of the parties 
in an exchange. Other laws specify the terms of trade. Laws 
discoiuaging fraud or misrepresentation are numerous. Even 
the institution of the family is protected by these rules— ^witness 
our laws governing divorce, desertion, and the like. 

In our society the rule-making process is largely a legislative 
one.® Most of om- laws are enacted by legislative bodies elected 
from our citizenry. These laws are administered by various gov- 
ernmental agencies whose function it is to see that the various 
aspects of the “game” are conducted in accordance with the 
legislatively established rules.'* 

“Although administrative agencies ihot, in interpreting rules, act as “rule- 
makers,” the basic rule-making process is legislative. 

‘This dhlsion between “rule-making” and “rule-enforcing” is accepted by many 
political scientists and economists. See, for example, j F. J. Goodnow, Principles 
4ff ihe Administrative Imw of the United States, New York: G, P. Putnam‘s Sons, 
SpOS, and Henry C. Simons, “A Positive Program for Laissez Faire,” Public Policy 
^mtphlet No. IS, University of Chicago Press, 1934. ■ 
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For an explanation of the sources of data and procedures used in compiling this table, see Appendix A. 
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Governments as economic units. Governments, however, do 
more than make rules and see that they are enforced. Govern- 
mental units provide our citizens with many kinds of services other 
than those of law enforcement. For example, the Federal gov- 
ernment organizes and operates the agencies which defend our 
nation against aggressors, determines and carries out national 
pohcy in the conservation of natural resources, cares for war 
veterans, operates such enterprises as the postal system and the 
Panama Canal, and makes loans to farmers and business enter- 
prises. State governments construct and maintain a huge net- 
work of intercity highways; bear much of the costs of higher edu- 
cation; sell or lease the services of such productive agents as toll ■ 
bridges, toll highways, warehouses, airports, and port facilities; 
and in some instances are the sole legal sellers of hquor within 
the state boundaries. Local governments continue to provide 
the bulk of street and rural highway service and play the most 
important governmental role in providing for health, hospitals, 
and sanitation. City governments frequently operate utility 
enterprises and sell water, gas, electricity, and transit services. 
Most of our primary and secondary schools are operated by gov- 
ernmental units (school districts) which have been created solely 
for this purpose. 

In addition to this kind of service-producing activity, our gov- 
ernmental units (especially those of the Federal government) 
have found themselves increasingly concerned with fiscal activi- 
ties which involve direct money payments to relatively large 
groups within the economy. These payments are not made in 
exchange for goods and services and are frequently called “trans- 
fer payments.” Examples are found in payments of interest 
on public debt, bonus payments to war veterans, benefit pay- 
ments under tire social security system, and direct relief pay- 
ments. Many of these types of payments have involved joint 
participation by units of government at all levels. A sununary 
of governmental activities at Federal, state, and local levels, as of 
the fiscal year® 1941 — ^the eve of our participation in World War 
II — is presented in Table 2. (See also Figure 1.) 

This is not a complete picture of governmental activities. 

'The term “fiscal” year refers to the accounting year. For the Federal 
government and most state governments, the fiscal year begins on July 1, and 
mds on June 30 . Thus, the fiscal year 1940 began on July 1, 1939, and ended 
pn June 30, 1940. Unless otherwise noted; all references are to fiscal years. 
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NATURE OF THE PUBLIC ECONOMY 

However, it does serve to indicate that governmental units are 
economic units similar in many respects to private businesses. 
In purchasing productive services or in making payments to in- 
dividuals or businesses for any reason, a government pays out 
money just as does a business. In taxing, or in selling water, 
gas, or any other service, a government takes money out of the 
stream of expenditure as does a grocer when he sells food or as 
does a dentist when he collects for extracting a tooth. Govern- 
ments may issue and sell securities just as a corporation may use 
this method for obtaining funds to carry on its operations. Like 
a business, a government may build up its holdings of money — ^by 
•collecting currently in revenues more than it pays out — or may 
incur a current deficit by collecting currently less than it expends. 

Relative importance of governmental units as economic units. 
As economic units various governmental units differ greatly in 
size. In the five fiscal years, 1936-1940, the Federal government 
expended annually an average of nearly 8.4 billion dollars.^ This 


Table 2^ 

Functional Classification of the Net Expenditures of 
U.S. Government Units: Fiscal Year, 1940-41 


Function 

Total Expenditure 
{in millions 
of dollars) 

Percentage of 
Total Expenditure 

1. Protection of Life and Property. . 

$7,462 

28,04 

2. Public Assistance and Welfare .... 

5,677 

21.33 

3. Cost Payments of Government 
Enterprise? and Corporations 

4,100 

15.41 

4. Education . 

2,636 

9.91 

5. Transportation 

2,023 

7.60 

6. Interest on Public Debt 

1,610 

6.05 

7. Natural Resources .... 

1,442 

5.42 

8. General Administrative, Legislative 
and Judicial . ... 

1,236 

4.65 

9. Miscellaneous and unspecified fiscal 
aid 

423 

1.59 

10. Total, exclusive of debt retirement 

$26,609 

100,00 

11. Debt retirement 

1,843 


12. Total, inclusive of debt retirement 

$28,452 



® Exclusive of budgetary provision for debt retirement. Source: Annual Re- 
ports of Secretary of tlie Treasury. 

'^Most of these data were derived from Financing Federal, State, and Local 
Governments, 1941, Department of Commerce, Bureau of the Census, 1942. For 
detail, see Appendix B. 
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rate of expenditiire is equivalent to nearly three times the com- 
bined sales receipts of General Motors and United States Steel 
for 1940.^ The Federal government in 1940 spent approximately 
as much as the combined expenditures of all of our states and 
local governments for that year.® During the peak year of Fed- 



Classification of the Net Expenditures of All Government Units in the 
United States by Purposes: Fiscal year, 1940-41 

eral expenditures, 1944, nearly one-half of the total expenditures 
for the nation as a whole consisted of the spending of the Federal 
government for goods and services/® 

^ See Moodtjs Industrials^ 1941, published by John Moody and Sons, New York, 
for data on the sales receipts of General Motors and United States Steel. 

® See Table 3 below. Further information on the relative importance of govern- 
ment -units is given in Chapter II. 

^*In 1944, me gross national product was estimated at 198.7 billion dollars, of 
which Federal expenditures for goods and services were 91.9 billion dollars, or 
about 46.2 per cent. Refer to Department of Commerce, Washington, D. C., The 
Survey of Current Business, February, 1945, page 5. 

For more complete information on the content of this Chart, see Table 11 and 
the explanation in Appendix B. 
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The expenditures of some of our states and municipalities also 
bulk large even when they are compared with those of many of 
our so-called giant corporations. In 1942, the city of New York 
spent more than 800 million dollars — ^nearly as much as the sales 
receipts of Chrysler Corporation for their prewar peak of 1941, 
and more than was spent by any single state government. The 
state of New York spent approximately three-quarters of a billion 
dollars in 1942. The combined expenditures of the states of 
California and Pennsylvania totaled more than a billion dollars 
during this same year. The combined expenditure of the 9 
cities with populations between 500,000 and 1,000,000 added up 
‘to more than 400 million dollars in 1942 — ^more than the com- 
bined expenditure of the 15 smallest state governments in the 
same period.^^ A picture of the over-all distribution of public 
expenditures by Federal, state, and local units since 1890 is given 
in Table 3. 


Table 3^ 

Distribution of Governmental Expenditure Among Federal, State and Local 
Governments, Selected Fiscal Years, 1890-1943. 


Fiscal 

Year 

Total Ex- 
\ penditure°' 
i (in millions 
of dollars) 

Percentage of Total Expenditures Made by 

Total 

Federal 

Government 

; State 

Governments 

Local 

Governments 

1890 

$ 893 

35.6% 

9.9% 

54.5% 

100.0 

1903 

1,636 

31.6 

12.7 

55.7 

100.0 

1913 

2,839 

24.6 

12.6 

62.8 

100,0 

1919 

22,125 i 

83,4 

2.8 

13.8 

100.0 

1923 

8,540 

35.8 

14.0 

50.2 

100.0 

1929 

11,355 

26.1 

17.0 I 

56.9 1 

100,0 

1933 

12,053 

38.3 

18.4 ' 

43.3 1 

100.0 

1936 

16,363 

55.6 

16.0 

28.4 1 

100.0 

1940 

18,608& 

47.6 

22.1 

30.3 1 

100.0 

1943 

88,214& 

90.4 

4.2 

5,4 

100,0 


« Exclusive of debt retirement. 

^ Figures include “net social security costs,” that is, gross payments by social 
security trust funds less interest paid by tjie government to social security funds. 

If money expenditures are accepted as a measure of economic 
importance, the significance of government in the United States 
looms large. In 1940 the combined expenditure of all units of 

^ See United States Department of Commerce,* Bureau of the Census, Statistical 
Abstract of the United States^ 1943^ Tables 292 and 309, 

^Derived from Economic Almanac, 1944-46, National Industrial Conference 
Board, page 101. 
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government equaled about one-fifth of aggregate expenditure in 
the rest of the economy^" The expenditure of the Federal gov- 
ernment alone was equivalent to about 10 per cent of aggregate 
expenditure in the rest of the economy. 

Government’s economic operations. Virtually all of the activi- 
ties of government affect the way in which resources are allo- 
cated, the manner in which the total product of the economy is 
divided among the various recipients, and perhaps the level of 
total production and employment in the economy. For example, 
a protective tariff may shift resources into producing the pro- 
tected commodity; liquor prohibition may reduce the incomes of 
bartenders; and minimum wage legislation may increase or de- 
crease the level of production and employment in the economy. 
However, it is not the effects of various regulatory activities, but 
the effects of the money-raising and money-spending activities of 
governments in which we are primarily interested. It is this 
area — that of government as an economic unit — that we shall 
call the public economy. The effects of law-making and en- 
forcing are thus a part of the public economy only in so far as 
they involve the collection or expenditure of funds and the use 
of resources. 

It is with the public economy — ^with the effects of govern- 
mental money-spending and money-raising activities upon the al- 
location of resources, the distribution of incomes, and the general 
level of economic activity within the economy — that the bulk of 
our analysis will be concerned. 

Differences between government and private economic units. 
Although governments are economic units similar in many re- 
spects to busmesses or consuming imits, their operations differ in 
many ways from the operations of other units. Of these differ- 
ences, four stand out as most important in explaining how and 
why governments should not and do not conduct their operations 
as do private businesses: 

1. Governments try to achieve objectives which are different 
from the objectives sought by most private businesses. 

2. The terms under wliich services are received and contribu- 
tions are made to the public economy by individuals differ from 
the terms under which the goods and services of the private 
economy are exchanged. Participation in much of the public 

Table L 
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economy is compulsory, while participation in any given sector of 
the private economy is voluntary. 

3. Government is more willing and perhaps more able to 
undertake long term projects. Governments may have less aver- 
sion to risk than do private businesses. 

4. The Federal government could, if desired, make payments 
from direct money issues. It should be noted that the banking 
system is a creator of the most widely used form of money — bank 
deposits. In recent years the Federal government has used the 
banking system as a major source of funds. These funds have 
been secured through the sale of government securities to banks. 
* The objective of governmental operations is primarily that of 
maximizing social welfare, whereas the private business usually 
tries to maximize the welfare of its operators. Consequently, 
government must take into consideration benefits and losses 
which are indirect in character. A business usually recognizes 
only benefits and losses direct enough to affect its receipts and 
costs. Although a private business may conduct its operations in 
a manner that will maximize its size, or its economic power, or its 
diversity, it is usually necessary for the receipts of a business en- 
terprise to be in excess of its expenditures. This is not neces- 
sarily an objective in the conduct of most governmental activities. 

The compulsion attached to participation in the public econ- 
omy makes it easier to conduct governmental operations toward 
maximizing social welfare. The absence of a market which will 
register participants'- preferences, however, makes it difficult to 
determine whether the public economy is doing too little or too 
much. 

The fact that the national government can, if desired, make 
payments from money issue rather than out of its receipts from 
taxes or the sale of goods, services, or securities, means that the 
government has at its disposal an additional means for injecting 
money into the economy. Private businesses cannot pay their 
bills indefinitely by circxilating their own LO.U.'s. Except for a 
brief period during the Civil War, this money issuing power has 
not been utilized as a source of Federal funds. 

The Public Economy and Social Policy 

Although governmental units produce commodities and serv- 
ices, the decisions as to what to produce, how much to produce. 
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and how to produce — ^unlike the decisions of private businesses — 
are not made always on the basis of expected market conditions. 
There is no market, in the accepted sense of the concept, where 
the prices of the bulk of the services offered by a government 
may be determined. Public administrators may be reasonably 
expected to utilize “production” techniques which are similar to 
those employed by nongovernmental enterprises under compara- 
ble conditions.^^ The continuance in office of an administi'ator, 
however, does not depend solely upon turning out the services at 
minimum cost, but also upon the numerous other factors that 
enter into the ability of administrators to get reelected or re- 
appointed. 

Decisions relative to what and how much to produce and the 
scope and size of government are made collectively as a result 
of public discussion and legislative or administrative action. 
These decisions are a part of the process of determining social 
policy. Changes in our concept of desirable social policy are 
primarily responsible for changes in the size and scope of govern- 
ment as a whole as well as for the trends in the relative impor- 
tance of various governmental units. 

The proper size and scope of government, as conceived by the 
formulators of social policy, is dependent upon many factors. 
Some goods and services — ^the provision of educational facihties, 
national defense, police protection, and the like — provide con- 
siderable benefits to persons other than the immediate users of 
these services. If regular exchange procedures were followed 
in determining how much educational services to provide, the 
amounts of these services furnished probably would not be as 
great as the amounts currently provided in the United States. 
The benefits of such services are so widely diffused that the im- 
mediate user cannot be expected to bear all of the costs of provid- 
ing them. Therefore, we provide for distribution of some of 
these services by government. 

Production conditions for some goods and services are such 
that one or only a few producers can serve a given market ef- 
ficiently. The result may be a smaller production of these goods 
and services than is in the public interest. Government may add 
to social welfare by opera^g in such industries. 

“ Tte area — minimization of the costs of resources used to accomplish a given 
objective — is the only one where the term "governmental efficiency” • seems to 
m^e sense. 
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The factors which we consider to be important in determining 
the proper scope for governmental use of resources are set forth 
in greater detail in Chapter IX. In explaining why government 
has assumed a given size^ however, we can say only that the 
relative importance attached to these and other factors has been 
weighed in some way by the formulators of social policy. 

The objectives of economic policy. The concept of social 
policy usually refers to the govemmentally established frame- 
work which specifies the objectives of a given phase of social 
organization and the techniques which are to be used in trying 
to reach these objectives. This framework includes the rules of 
.economic and social cooperation, and the provisions made for 
enforcing these rules as well as the effects of the other activities of 
government. In this analysis we are interested in a particular 
sector of social policy — the sector which might be called eco- 
nomic policy. We will consider economic policy as the simi of 
the activities of government in determining the economic frame- 
work within which economic units function. A policy may be 
active, that is, it may attempt to alter the framework from what it 
would be in the absence of a particular governmental action; or 
a policy may be a passive one of governmental nonintervention in 
determining the conditions comprising the framework. 

The objectives of economic policy are constantly changing as 
time passes and are, to a large extent, personal or social judg- 
ments, Acceptable objectives of economic policy prepared by 
the editors of The Nation or The New Republic would probably 
differ considerably from a slate prepared by the editors of die 
Chicago Tribune. In spite of these differences, there are some 
observations which we can make on the opinions of die majority of 
our citizens about the most desirable objectives of economic 
policyd^ The following are some of tlie most important objec- 
tives of economic policy: 

( I . ) Economic policy and economic efficiency. There seems to 

Determination of the goals of economic policy is an empirical question, so far 
as the economist is concehied. A part of his job, if it is not done by tire policy 
makers, may be to investigate what citizens consider these goals to be. Econo- 
mists also must check the goals for consistency. If there are inconsistencies, it 
must be pointed out that aSiieving certain objectives may make difficult or even 
impossible the attainment of other objectives. Once inconsistencies are brought 
to the attention of citizens, it is the job of the citizen to decide how much of one 
objective he is willing to sacrifice in order to achieve more of another. In our 
. judgment, however, me economist is concerned with what the goals should be 
only in his capacity as a citizen whose values are registered in political decisions. 



14 VIEW OF THE PUBLIC ECONOMY 

be almost unanimous agreement among our citizens that, other 
things being equal, economic policy should encourage efficiency 
in the use of productive resources — the men, their skills, and the 
materials available within the economy. By this we mean that 
there are few people who do not prefer to see a given amount of 
resources utilized in a manner which will yield a maximum of 
product. Since a given collection of resources may be utilized to 
produce any one of a large number of different combinations of 
products, the concept “maximum product” must be more clearly 
defined. The importance of each of the various goods and serv- 
ices which make up the product has to be evaluated. In an 
economy where consumers are free to allocate their incomes as 
they see fit, consumers are the ones who make the evaluation. 
The results of their dehberations are reflected in the relative 
prices which they are willing to pay for various amounts of these 
goods and services. If a given product collection contains more 
watches and fewer radios than consumers prefer, that product 
collection is not the best one which may be obtained from the 
available resources. And production of a better collection will 
be encouraged by the way in which the price of radios will rise 
relative to the price of watches. The concept maximum prod- 
uct thus implies that resources are allocated in line with con- 
sumers’ preferences.^® 

(2.) Full production and employment. A second objective of 
economic policy — an objective wffich has been growing in im- 
portance since the depression of the thirties — is maintaining con- 
ditions such that our resources, our human resources in par- 
ticiJar, are fully employed.^'^ There is a growing belief that 

In modem societies not all resoxirces are allocated by the price mechanism. 
For example, some goods and services, particularly those produced by govern- 
ment, have no prices attached to them. Where benefits from the use of par- 
ticular goods or services accrue partially to persons other than the immediate 
users, the price mechanism may not adequately allocate resources in line with 
consumer preferences. For a more complete discussion of this case, refer to 
Chapter IX. 

By ''full employment*' we mean the condition existing when, at current rates 
of return to the various resources, enterprisers are willing to hire the services 
of exactly as much of these resources as resource-owners are willing to sell. As 
applied to labor, full employment would prevail when, at current wage rates, 
anybody out of a job could get a job promptly (physical capacity to work as- 
sumed). Such a condition does not imply that there would be no people seek- 
ing work or unemployed. Even under full employment there might be a sizable 
number of people ascert^ning job opportunities, waiting for better jobs, and the 
like. 
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economic policy should be directed toward maintaining condi- 
tions which will contribute to full employment. This is true in 
the economies of other countries as well as in that of the United 
States. 

(3.) Freedom in resource disposal. Freedom of the individual 
to dispose of his resources in the way he wishes, given the pat- 
tern of prices for these resources, is a goal of economic policy 
that has been almost taken for granted. Objections to military 
conscription, to the drafting of labor even during wartime, and 
to slavery are evidences of the existence of this objective, 

(4.) Economic progress. Not only do we consider efficiency in 
the use of resources as an objective of economic policy, but we 
expect such efficiency to be constantly increasing with the pas- 
sage of time. This obtaining of more product per capita is often 
called "economic progress.” Technological progress along vwth 
its application to production, and full use of increasing knowledge 
in the efficient combination of productive resources; both are 
ways in which such progress may come about. The maintenance 
of conditions favorable to economic progress is a goal of eco- 
nomic policy that is generally acceptable to most citizens. 

(5.) Equity in the distribution of income. Another objective 
of economic policy is that of equity in the distribution of the total 
product of the economy among its various potential recipients. 
The concept “equity” is a very nebulous one and has a different 
meaning for virtually every individual. Neverthdess, there is 
fairly general agreement that equity does not mean that the rich 
should be made richer and the poor should be made poorer; 
equity seems to mean to most people that the dispersion of the 
income distribution should be narrowed from what it would be 
if incomes were determined only by the pattern of resomce 
ownership and relative resource prices. How much it should 
be narrowed, however, is a question to which an answer accept- 
able to all has not yet been given. 

This is not an exhaustive list of the goals of economic policy. 
But it is sufficient to indicate that it is within the framework of 
these objectives that the size and nature of governmental opera- 
tions — ^regulatory activities as well as those which we call the 
operations of the public economy — are determined. 

Consistency of the objectives. If pursued independently some 
of these objectives may be inconsistent with other objectives. 
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For example, the kind of income distribution that we might de- 
cide to be most equitable might reduce markedly the total prod- 
uct to be distributed and might not be the one which would 
encourage maximum economic progress; or maintaining employ- 
ment at a liigh level might not contribute to a production pattern 
most in line with consumers’ preferences. In a socialist econ- 
omy, for example, all resources might be kept employed, but too 
much of the economy’s resources might be used in producing 
watches and too little in producing suits.^® The conflicts be- 
tween the various objectives of social policy are analogous to that 
posed in tlie old adage, “you cannot have your cake and eat it 
too.” One must decide how much of the cake he will eat and . 
how much he w'ill have. Consequently, in practice it is a com- 
bination of objectives — ^none being acliieved to the fullest extent 
— which social policy attempts to maximize.^® 

For e.xample, one might conceive an equitable distribution of 
income to be one in which per capita incomes are equalized. Yet 
with tlris kind of income distribution, the total product to be 
distributed probably would be smaller than the total product 
acliieved writh some other distribution. The supplies of- the 
various productive agents, particularly the supply of enterprise, 
would no doubt be reduced; and there mighf be encountered 
serious difficulties in allocating resources. Consequently, the 
concept “equitable distribution of incomes,” in so far as it is an 
objectii’e of social policy, must be framed to consider both the 
nature of the income distribution and the total income to be 
distributed. 

If direction of production by a central governmental agency 
were the only way of attaining full employment, there might be a 
confflct between full employment and optimum resource alloca- 
tion and the freedom of consumers’ choice and resource disposal 
which accompanies such an optimum. The freedom of consum- 

^Tiiis statement does not imply tibat misallocation of resources is necessary in 
a socialist economy. See, for example, Oscar' Lange, et al.. On the Economic 
Theory of Socialism, Minneapolis, Minnesota: The University of Minnesota 
Press, 1938* Furthermore, there is no assurance that resources will be allocated 
in line with consumer s preferences in a capitalist economy* Many economists, 
however, have considered that misallocation of resources is more probable in 
a socialist economy because of the greater opportunity for political interference 
with the price pattern* 

“This point jhas been made by Max Weber. Kefer to Talcott Parsons, The 
Structure of Social Action, Chapters XIV-XVII, New York: McGraw-Hill Book 
Co., Inc,, 1937. 
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ers choice and resource disposal, which might have to be given 
up, perhaps would be a greater sacrifice than that resulting from 
underproduction and underemployment. Consequently, if this 
technique were the only one which would enable our economy 
to achieve full production and employment, many citizens would 
prefer not to achieve fully this objective.^® 

In determining over-all social policy these conflicts — ^real or 
imaginary — have to be resolved: this is the function of politics. 
As economists analyzing the effects of the public economy, we 
must, however, point out that the size and scope of the public 
economy is an important determinant of its effects, and the 
• nature of the public economy is largely dependent upon social 

Effects of the Public Economy on Resource 
Allocation, Income Distribution and the General Level 
of Economic Activity 

As we have indicated previously, governments are economic 
imits which perform their functions by employing productive re- 
sources and spending and collecting money. These activities 
may have important effects upon the size and composition of the 
total economic product and upon the way in wliich this product 
is distributed among the various potential recipients. 

Effects on resource allocation. Governmental activities have 
three effects upon resource allocation: (1) Resources may be di- 
verted from private to pubhc uses. (2) The distribution of in- 
come is altered by governmental activities, and through this 
change there occurs a change in resource allocation. (8) The 
general level of economic activity may be altered. Not only will 
the size of the total product be changed, but there may also be a 
different allocation of some peoples’ time. More (or less) will 
be spent in producing marketable goods and services, and less 
(or more) will be spent on leisure.^^ 

The diversion of resources from private to public uses has been 
accepted as a customary role of government in the past. In the 
building of a bridge, the construction of a pubhc building, or the 

“This example should not be misinterpreted as a belief that full production and 
employment is incompatible with an enterprise economy. 

“The effects of governmental activities on the distribution of income and the 
general level of economic activity will be considered in more detail later in tbis 
chapter. 
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enforcement of highway regulations, governmental units employ 
resources that could have been employed to turn out other goods 
and services. If the government had not used the manpower, 
steel, cement, and other building materials in constructing the 
bridge or tlie court house, these productive agents could have 
been used for other purposes — perhaps to build houses, or a 
power plant, or a new factory. The motorcycle used by the 
highway policeman, the train facilities occupied by the congress- 
man, and even the pencils and paper with which the school clerk 
takes his notes are, in a sense, diverted into uses which differ from 
those which would have prevailed had they not been employed 
by government. 

The differences between the pattern of production in the com- 
bined public-private economy and the pattern which would have 
prevailed had some of the resomrces been used in ways other than 
by government, is difiScult to estimate. Some of the goods and 
services provided by government probably could not and should 
not be provided by other agencies; law-making and law-enforcing 
are examples. Some of the goods and services produced by gov- 
ernment — the services of mtmicipal power plants, for example — 
are similar to those which would have been produced by non- 
governmental units. The amounts of a service produced by 
government, however, may differ considerably from the amounts 
which would be produced by the private economy. 

Differences may arise in part because the rules followed by 
government in determining how much to produce are not the 
same as the rules followed by private producers. Where monop- 
oly elements are important in a particular sector of the private 
economy, governmental administration of production in this sec- 
tor may result in expanded amounts of these services. Govern- 
mental regulation of prices — ^rate-making by the Interstate Com- 
merce Commission or by state public utility commissions — ^might 
accomplish the same result. Differences may also grow out of 
variations in the adequacy of the price mechanism as a guide to 
production. Where the benefits from the use of a particular 
service are of importance to persons other than the immediate 
■user, the price mechanism may not adequately reflect the prefer- 
ences of society. The benefits of public education, for example, 
are so widely disseminated that “selling” them as one sells beans 
or mens clothing and using sales to determine how much educa- 
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tion to provide might result in a smaller output of educational 
training than is considered socially desirable.^^ 

Broadly, the only generalization we can make in comparing 
allocation of resources in a combined public-private economy 
with the allocation which would prevail without a public econ- 
omy is that the patterns are diflFerent. The measuring stick of 
consumers preferences often cannot be applied to the product 
of the public economy. Continuous expansion in the proportion 
of resources used by the public economy is evidence that, through 
our political processes, we have appraised the benefits from the 
services provided as at least equal to the costs ( those things that 
could have been produced with the same resources in the private 
economy). 

Effects on income distribution. In spending and collecting 
money, governments as economic units affect the distribution of 
purchasing power among the various individuals in society. As 
a by-product, effects on resource allocation may also be involved. 
Some of the activities of government — veterans’ bonuses, pen- 
sions, or relief payments, for example — transfer purchasing power 
directly to the beneficiaries of these expenditures without requir- 
ing an equivalent transfer of goods or services to government. 
To the extent that the (real) incomes of some people are reduced 
in order that the incomes of other people may be increased, the 
production pattern within the private sector of the economy is al- 
most certain to be altered. The demands of those whose incomes 
are increased will almost certainly differ from the demands of 
those whose incomes are decreased. But within this particular 
framework, the resources used for public purposes do not change, 
except for resources requned for administration; with this excep- 
tion, diversion of resources from private to public purposes has 
not occurred.^^ 

^The case for expenditures on public bousing, health, and nutrition programs 
hinges on this inadequacy of the price mechanism. See Chapter IX for a more 
detailed discussion of relevant factors in determining the size of public expendi- 
tures. 

^ In the past, studies of public finance have emphasized the two types of 
relationship between public expenditures and resource use which have just been 
distinguished. See, for exam;^e, the distinction made by Arthur C. Pigou be- 
tween "transfer” and “exhaustive” expenditures in his book A Study in Public 
Finance, London: Macmillan & Co. Ltd., 1928. See also the distinction be- 
tween “transfer” and “public consumption” expenditures made by W. J. Shultz in 
American Public Finance, Chapter I, 3rd edition. New York: Prentice-HaH, 3hc., 
1942, 
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It is likely that some resource-using activities of government 
will be designed to supplement the (real) incomes of some 
groups in the economy more than others; expenditures to improve 
health and nutrition, expand facilities for recreation, and sub- 
sidize housing are examples. Moreover, progressive taxation®^ 
affects income distribution; by reducing the relative spread in the 
distribution of income, for example, it improves the status of the 
lower-income groups by making a higher proportion of their in- 
comes freely disposable income after taxes. 

In general, the larger the expenditure of government, the 
greater the income redistribution which the government can 
effect. If the Federal government were to spend only a million 
dollars a year, it could alter the income pattern little. An annual 
Federal expenditure of 25 to 30 billion dollars, however, can 
change the distribution of real income and purchasing power 
sharply. Opposition to large Federal expenditures may be based 
partially on this knowledge. 

Governmental activities and the general level of economic ac- 
tivity. It is to be expected that government’s use of resources 
and the redistribution of incomes which governmental activities 
bring about will affect the level of employment and production. 
A business operator, viewing governmental construction of a 
building, a highway, or a power dam, may consider such an ac- 
tivity as reducing his chances for profit. He may view the gov- 
ernment as a competitor. Or he may expect increased taxes as a 
result of these activities. Other businessmen may consider such 
activities as contributing to successful operation of their own 
businesses. In either case, the operation of the public economy 
has by-product effects upon the general level of economic activity. 

Indirectly, moreover, activities which redistribute income may 
be taking potential purchasing power from sources where it is 
not adding to the flow of expenditure and redirecting these funds 
into the expenditure stream. Where resources are idle, such 
action may encourage their employment. Income redistribution, 
however, may also have adverse effects upon employment and 
production. This is particularly likely if such action influences 
adversely the supply of enterprise — if it discourages risk-taking 

^That is, taxation which fakes a higher proportion of income (or wealth) from 
those with large incomes (or wearni) tiban those with smaller incomes (or 
wealth). 
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and business expansion.-® Here is an illustration of the way in 
which the public economy’s operation has by-product effects upon 
the general level of economic activity. 

In addition to these indirect effects, governmental money- 
spending and money-collecting may be directed specifically to- 
ward influencing the over-all level of economic activity. The 
fiscal system may be used as a framework for altering the quantity 
of money, and changes in the quantity of money may have im- 
portant effects upon aggregate expenditure in the private econ- 
omy. 

Recognition that government may have a place in affecting the 
• general level of production and employment has come quite re- 
cently. In the United States, the depression of the thirties and 
appraisal of the techniques employed to combat it greatly stimu- 
lated analysis of the effects of government’s money-spending and 
money-collecting activities upon the general level of economic 
activity. Our concern today is with the analysis of these ac- 
tivities as they may relate to a higher level of production and em- 
ployment in the postwar years. Later in this text, there will be 
a critical appraisal of alternative fiscal policies as they may affect 
the general level of economic activity. Here it need only be said 
that some of the money-raising and money-spending activities of 
government may be designed to stabilize the aggregate level 
of expenditure in the economy. Wartime taxing and borrowing 
activities of government have been formulated to siphon funds 
out of the stream of expenditure and to discourage this stream 
from rising to a level which would result in unduly high com- 
modity prices. Reversing such activities so that they could add 
to the stream of expenditure could help to keep production and 
employment from faUing. 


Summary 

Governments are economic units similar in many respects to 
businesses or consuming rniits. Governments may buy resources, 
sell goods and services, spend money, sell securities, collect 
money, buy securities, and engage in many activities which, like 
the activities of private businesses, affect the allocation of re- 

Refer to Jakob Marsohak, “Lack of Confidence,” Social Researches -AISZ 
(February, 1941), and to Oscar Lange, “The Theory of the Multiplier," Econo- 
metrica, 11:227-45 (July-October, 1943). 
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sources, the distribution of incomes, and the general level of eco- 
nomic activit}' witliin the economy. As economic units, govern- 
ments vary greatly in size. The Federal government’s average 
annual expenditoes in the thirties exceeded twice the combined 
1940 expenditures of our two largest corporations. Wartime 
Federal expenditmres have been equivalent to about one half of 
total expenditures within the economy. If estimated annual 
expenditures of the Federal government in postwar years follow- 
ing reconversion are realistic, the Federal government as an eco- 
nomic tmit will be more important than it was during the im- 
mediate prewar years. 

Unlike the operations of private businesses, most governmental . 
activities are not designed to maximize profit. The size and 
scope of the operations of governmental units — and consequently 
the kinds of activities in which governments engage — are deter- 
mined by our collective formulation of desirable social policy. 
Decisions relative to what and how much government should 
produce are not determined by market forces, but by the legisla- 
tive rules governing social policy and the administrative interpre- 
tations of these rules. 



CHAPTER II 


CHANGING PATTERNS IN AMERICAN PUBLIC 
FINANCE, 1890 TO THE PRESENT" 

ALONG with a change in ideas about the functions of public 
xX finance have come important changes in the pattern of 
public receipts and expenditures during the last hah century. 
(1) There has been continued growth and a marked change in 
the character of public expenditures. (2) Tax collections have 
increased, new sources of tax revenues have been tapped and 
some old sources have become less important in the tax system. 
(3) The public debt has moved rather consistently upward, 
emerging during World War II as the principal type of asset held 
by the banking system. (4) Intergovernmental fiscal transac- 
tions have increased in importance. The larger units of govern- 
ment are collecting funds which are allocated to smaller rmits for 
expenditure. For example, the Federal government is allocating 
funds to state and local governments for such uses as highway 
construction and old age assistance. And state aids to' local 
schools are increasing in importance. 

THE GROWTH OF PUBLIC EXPENDITURES 

By 1890, the earliest year for which over-all statistics for all 
units of government are available, slightly more than 8 per cent 
of national income was being channeled through government. 
Between 1890 and 1914 the number and scope of governmental 
expenditures increased. But the relative amount of total money 
expenditure of the economy as a whole made up by governmental 

^ No attempt is made to cover over-all changes prior to 1890. F or the years 
before this date, information on local and state government finance is very 
slcetchy. Per capita Federal expenditures in 1800 were $2.08 and had risen by 
1890 to $5.06, a rise somewhat overstated because prices were probably lower 
in 1800 than in 1890. Nevertheless, these data suggest diafthe growth of &e 
public economy in the 1 800’s was relatively small and gradual. For further in- 
formation, see Chapter I, Table 1. 


23 
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expeuditiire remained about the same in 1914 as in 1890. (See 
Chapter I, Table 1.) 

World W’ar I lifted go\’emmental expenditure to a permanently 
higher level; Federal expenditure in 1919 was more than 25 times 
as large as in 1914. During the same period the cost-of-living 
index had risen by about 75 per cent so that 1919 expenditures, 
in 1914 dollars, were about 15 times as large as those of 1914. 
Commitments incurred during the war together with an expan- 
sion in the number of functions performed by the Federal govern- 
ment kept Federal expenditures during the five years, 1925-1929, 
at about four times ( about two and one-half times in 1909-1914 
dollars ) the level of 1909-1914. State and local governments also ’ 
increased their e.xpenditures in the decade following World War 
I, the e.xpansion coming largely in spending for education and 
highways. In 1929 the combined expenditure of all units of 
government was equivalent to nearly 14 per cent of national in- 
come. 

The decade of the 1930’s was marked by a prolonged (but not 
highly successful) attempt by the Federal government to re- 
trieve the economy from the trough of depression. In 1940 total , 
governmental expenditures made up 19.4 per cent of the gross 
national product (or 24 per cent of the national income) How- 
ever, the national income was only 77.6 billion dollars in 1940 as 
compared with 83.3 billion dollars hr 1929. 

World War II increased pubHc expenditures to a point where, 
in 1944, they exceeded 50 per cent of the gross national product. 

So high a ratio is not to be expected in our peacetime economy; 
there is, however, nothing to indicate that the sphere of public 
fiscal activities will shrink to its prewar size. Between 1940 and 
1950 the population of the United States will have increased by 
about 10 per cent; in addition, a rise of at least 50 per cent in the 
general level of prices seems a reasonable expectation, These 
two factors alone would bring about a markedly higher level of 
dollar expenditures in 1950 than we had in 1940. Add to these 
the expected increases in spending growing out of the last war. 
The result is* that conservative estimates of Federal expenditures 
in the early 1950’s place them at around 25 billion dollars, an 
increase of nearly 200 per cent (in 1940 dollars) over the levels 

“ See Table 1, Chapter I, and Appendix A. 
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of immediate prewar years which, were themselves peacetime 
highs.^ (See Table 4.) 

The estimates of future Federal expenditures in Table 4 are 
conservative in that they assume relatively high employment and 
do not include provision for work-creating Federal programs of 
the t);pe carried on in the last depression."^ If we do not have 
relatively full employment, we are likely to embark again upon 
policies which will provide such employment, and some of these 
policies probably will involve increased Federal expenditure. 

State and local spending also is likely to average higher per 
year during the next decade than it did immediately before the 
war. A recent estimate places cash expenditure of the states 
from state sources of funds at about 1 billion dollars more in 1949 
than in 1940, when such expenditures were 3.3 billion dollars. 
The same estimators expect local cash expenditures made from 
local fund sources to be about 1 billion dollars more in 1949 than 
in 1940, when such expenditures were 5.6 billion dollars.^ These 
estimates will prove too low in view of the relatively small in- 
crease in the general level of prices assumed by the estimators. 

Even though state and local activities undergo no expansion 
from the 1940 level, combined governmental expenditure dur- 
ing the next decade appears likely to total around 40 to 45 bil- 
lion dollars a year. 

Factors Accounting for the Growth in Public Expenditure 

Students of fiscal affairs have offered several explanations for 
the increase in public expenditures. For this country at least 
four factors have been considered very important: (1) an in- 
crease in the general level of prices, (2) growth in population and 
expansion in the physical area which government must serve, (3) 
what has been called "The increasing needs of a more complex 
society,” and (4)^ wars, 

® In the year 1940, on the eve of onr defense and war effort, Federal expendi- 
tures were 9.12 billion dollars. This was the peak of the peacetime years of ihe 
Roosevelt administration. Source; Annual Reports of the Secretary of the Treasury. 

* More than IS billion dollars were expended for direct and work relief between . 
1933 and 1943. These include expenditures for the Civilian Conser\'ation Corps 
of about 3 billion dollars, but do not include public works programs administered 
by the Pubhc Works Administration. 

^See Lewis H. iOmmel et at. Postwar Fiscal Requirements, Washington, D.C.: 
Brookings Institution, 1945. 
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Table 4® 

A Federal Budget for 195x 


Kind of Expenditure 

Military 

Defense 

Veterans’ Benefits 
Economic Development*^ . 
Social Welfare^ . . . . 

General Government'' 
Interest on National Debt 
Miscellaneous'^ . . . 


Billions of Dollars 
. 13.3 

9.8 
3.5 

... 5.1 

.... 1.6 
.... 0.8 

.... 5.0 

.... 0.8 


TOTAL- ... 26.6 


« Includes expenditure for transportation, commerce and industry, labor, and ' 
agriculture. 

^ Includes expenditure for education, public health and assistance, recreation, 
housing, and social security. 

« Regulatory, enforcement, and general governmental expenditure. 

^ Includes governmental business enterprises. 

-Regular public works’ expenditures are allocated in the various major cate- 
gories. No emergency public works’ expenditure has been estimated. 

The increase in money expenditure accounted for by the in- 
crease in the general level of prices (reductions in the value of 
money) can be roughly determined. If we make adjustments for 
changes in the value of 'money and take as our base the year 
1939, we find that per capita public expenditures increased from 
gbout $25 in 1890 to $140 in 1940, instead of from $14 to $141 
in the absence of such adjustments. 

Increases in population and expansion of the physical area 
served by government obviously would raise total public ex- 
penditure. Tliis factor need not bring about an increase in per 
capita expenditures, however. 

The growth of per capita public expenditures due to the in- 
creasing needs of a more complex society shows up in an expan- 
sion in such functions as the provision of a higher level of public 
education, the growth of a network of public highways, and the 
provision of increased levels of public welfare and assistance as 
well as in an expansion in the proportion' of the population re- 

* Except for estimates of interest on the national debt all of these^ estimates are 
based upon those made by Kimmel and associates (see Lewis H. Kimmel et at, 
Postwar Fiscal Requirements, ' We-shington, D. C.; Brookings Institution, 1945. 
Our estimates are 25 per cent higher than those made by Kimmel because of our 
assumption that the general level of prices will be 25 per cent above the 1943-1944 
kvel Interest payments are largefy independent of die general level of prices. 
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ceiving such assistance. This latter factor became particularly 
important as the Federal government attempted to combat de- 
pression and to care for victims of depression during the thirties. 

Increased urbanization is, in itself, a factor raising public ex- 
penditure. It brings an expansion in such expenditures as those 
for protection of life and property. Some services provided by 
the household in rural areas can no longer be eflSciently provided 
on that same basis m the cities; for example, each city family can- 
not provide its own water and adequately arrange for its own 
sewage disposal. 

War has been most important of all in pushing public expendi- 
' ture upward. The channehng of about one half of oin: national 
product into the fighting of World War II is a recent vivid ex- 
perience. Maintenance of our peacetime military estabfishment 
and paying for some of war’s consequences — servicing war debts 
and paying military pensions and medical care, for example — are 
expected to account for about three fourths of total Federal ex- 
penditures during the next five years. 

The main directions which public expenditure has taken since 
the turn of the century are shown in Table 5. 

Public Expenditures Before 1930 

Up to the depression of 1930, the public economy was concen- 
trating on the provision of a highway network, on the construc- 
tion and staflBng of an expanding, educational plant, on meeting 
costs of protection which were swollen by World War I, on broad- 
ening social welfare services within the local level ( expansion of 
Federal expenditures in this area was to come in the following 
decade), and on expanding public service enterprises — ^particu- 
larly the postal system and local public utihties. 

Even in 1929, however, public enterprise represented only 
about 1.8 per cent of gross national product. Except in scat- 
tered cases, there was httle concern over the encroachment of 
state on private enterprise. The general impression left by analy- 
sis of the changes which took place between 1900 and 1930 is 
that of a public economy rather intensively developing two 
accepted public functions — highways and education — and as- 
suming protection costs made necessary by participation in World 
War I. Stresses and strains which brought about changes in the 
exp)enditure pattern during the thirties had not yet developed. 
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Table 5 

Governmental Expenditures for Selected Activities, 1902-1941 
(in millions of dollars) 


Type of Expenditure 

1902^ 

1913^ 

1929^ 

194D 

Highw'avs 

$182 

$426 

11,936 

$1,693 

Education 

282 

565 

2,490 

2,579 

Public Assistance and Welfare. 

170 

342 

■ 1,360 

5,677 

Protection'-' 

410 

628 

1,947 

7,462 

Public Enterprises 

199 

489 

1,461 

4,100 


“ The series for 1941, plus the Protection senes for the entire period, is one 
which the writers developed. For derivation and content, see Appendix B. 
It should be noted that in Table 5 the item for public enterprises in 1941 in- 
cludes all cost payments of government corporations and enterprises, whereas 
in earlier years, the data are for government enterprises only. 

^ For the years prior to 1941, heavy reliance has been placed on the data 
given in Fiscal Policy and Business Cycles, Table X, page 121, by Alvin H. 
Hansen by permission of \V. W. Norton Sc Company, Inc., New York. Copy- 
right 1941 by the pubhsheis. Using the same primary sources as given by Dr. 
Hansen, the wTiters found the same general trends in expenditures which his 
table shows. They also found it difficult to secure the exact amounts given 
for the items in his table, except in a few instances. Since there is reason to 
believe that Dr. Hansen had more complete access to the agencies which 
classified the data, and since the trends which his data reveal agree with 
those found by the waiters, it has been decided to use the figures given by 
Hansen for these earlier years. (Excluding the Protection series, which has 
been developed independently, as indicated above.) 

® Protection costs in the entire period covered by the table were derived as 
follows: (1) 1902: National military establishment, from Wealth, Public Debt 
and Taxation, 1913; military pensions, fiscal 1903, from Statistical Abstract, 1938; 
state and local expenditures, from Wealth, Debt and Taxation, 1902-1903, page 
976. (2) 1913: National military. Wealth, Public Debt and Taxation, 1913, 

military pensions, Statistical Abstract, 1938; state and local expenditures. 
Wealth, Public Debt and Taxation, 1913, also partly estimated (3) 1929; Na- 
tional military, Combined Statement of Receipts and Expenditures of the U. S. 
Treasury, 1929; military pensions. Statistical Abstract 1938; state and local, 
partly from Financial Statistics of States, 1929, partly estimated for local gov- 
ernments. (4) 1941: the writers used the figure given in Financing Federal, 
State, and Local Governments, 1941, Table 16, All publications are United 
States government publications. 


In 1929 the relative importance of the Federal government in the 
public economy was less than in 1890 (See Table 3, Chapter I), 
Federal expen^ture as a 'percentage of total public expenditure 
having declined from 36 to 26 per cent*. 

Public Expenditure After 1930 

An entirely different picture is presented by developments be- 
tween 1929 and 1941. While expenditures for highways and 
education were not very different in 1941 than in 1929, the other 
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three categories of expenditure — ^public assistance and welfare, 
protection, and public enterprises — ^show tremendous increases. 
This increase was greatest in the field of protection, for the Fed- 
eral government had already embarked on the national defense 
program, followed soon after by war itself. As late as 1940, how- 
ever, the two classes of expenditure that had jumped most since 
1929 were public assistance and welfare and public enterprises. 

Federal government and unemployment relief. Expansion in 
governmental expenditures for public assistance and welfare and 
for public enterprises represented attempts by government to 
encourage recovery from the depression and provide greater as- 
sistance for the millions suffering from depression. Efforts to 
encourage recovery and to broaden the base for support of public 
assistance services soon came to center in the Federal government. 

During the decade of the thirties financial responsibility for un- 
employment relief and assistance was assumed by the Federal 
government for the first time in United States history. From 
January 1933 to July 1941 total Federal contributions to various 
direct and work relief measures were over 18 billion doUars.’^ In 
1941 alone, the Federal government provided 2.1 biUions of the 
3 billion dollars spent for relief and assistance. 

Expansion in social security. During the period 1929-1941 the 
Federal government also embarked on a huge social security pro- 
gram, symbolized by the Social Security Act of 1935. This act 
set up special payroll taxes and expenditure provisions for old-age 
retirement and unemployment insurance.® At the same time the 
Federal government inaugurated a system of social welfare grants 
for old-age assistance, aid to dependent children, and aid to the 
bhnd. These represented expansion in transfer payments rather 
than governmental use of resources (refer to page 32 ff. in this 
chapter) . Such grants were made to the states, conditional upon 
each state providing funds equal to those provided by the Fed- 

'^Expenditures of state-local governments are not readily available. For the 
period January, 1933, through June, 1938, a WPA process report estimates 
contribution of Federal and of state-local governments to ail forms of aid and 
assistance programs at 11.1 and 4.2 billion dollars, respectively. This would 
make the state-local share about 27 per cent. A 1942 WPA progress report places 
state-local contributions at 21.6 per cent of a grand total of 12.6 billion dollar^ 
expenditure for WPA work since its beginning in (calendar) 1935. 

® Separate unemployment insurance systems are actually set up and operated by 
each state, under the supervision of the Social Security Board. Moreover, rail- 
road contributions for retirement and unemployment insurance are admixusteredj 
by the Federal government under separate acts. 
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eral government. Other Federal agencies made miscellaneous 
grants to the states for health and welfare programs. In 1941 
total social security payments by the Federal government (in- 
cluding all payments to the states) were 1.09 billion dollars. 
These payments will tend to rise with the increase in payments 
of old-age insurance from the relatively modest amount of 186 
million dollars in 1941 to an expected level of about 1 billion 
dollars in the middle 1950’s. It is expected that total social se- 
curity pajments will probably increase to about 2 billion dollars, 
even if the present system of insurance and benefit grants is not 
expanded. 

The rise of the government corporation. One of the devices 
used by the national government in its economic programs of the 
thirties was the creation of a large number of government 
corporations and credit agencies. Important among these were 
tire Reconstruction Finance Corporation, the Home Owners’ Loan 
Corporation, the Federal Farm Mortgage Corporation, the Com- 
modity Credit Corporation, and the Tennessee Valley Authority. 

Some of these corporations, such as the RFC, HOLC, and 
FFMC, were designed primarily to help salvage distressed home- 
owners, farmers, railroads, banks, and other economic units from 
the depression. In effect, public credit was being extended at a 
time when private credit was not readily available. Other cor- 
porations, such as the TVA and the Rural Electrification Admin- 
istration, were designed to accomphsh such functions as develop- 
iug river valleys and extending electricity to farmers. 

In World War II the government corporation was widely used 
as a device for encouraging expansion in the output of some com- 
modities badly needed in the war effort. The Defense Plants 
Corporation administered the expenditure of many billions of 
dollars for public construction of war plants when the risks ap- 
peared so great to private enterprise that it did not wish to 
undertake such construction. The Rubber Development Cor- 
poration was charged with developing a domestic synthetic- 
rubber industry. 

Experience with government corporations as means for doing 
specific jobs rapidly and efficiently has been rather favorable. 
However, before the war, public administrators were urging 
absorption of these corporations within the major departments of 
the Federal government in order to coordinate and prevent over- 
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lapping of functions.® Public administration experts had not 
agreed that the government corporation should be continued: 
its future is still uncertain. 

Expansion of public construction. During the latter 1920’s 
public construction had been but one-fifth to one-fourth of the 
total of public and private construction (10 to 11 billion dollars 
annually). Total new construction fell to a low of 2.5 billion 
dollars in 1933 and rose to 7.1 bilhons in 1939, the last ye^ 
substantially unaffected by the defense- and war-construction 
period. Public construction, which had accounted for only 17.3 
per cent of the total of 10.3 billion dollars of new construction 
.in 1929, was 50 per cent of the total of 7.1 billions in 1939. 
In the early years of the 1930’s, however, the most that can be 
said for public construction is that it did not fall as rapidly as did 
total new construction. Total new construction fell 75.7 per cent 
from 1929 to 1933 while public construction was falling 45.8 per 
cent in the same period. Nor did public construction pick up 
very rapidly in the years from 1933 to 1935, when it was supposed 
to be a major factor in stimulating recovery. In 1935 only 1.9 
billion dollars were spent for public construction.^® 

Federal funds accoimted for only 13 per cent of expenditures 
for public construction in 1929. But 747 per cent of expendi- 
tures for public construction in 1936 was Federal expenditure. 
Even in 1940 when state and local governments had increased 
their revenues. Federal spending for construction represented 
45.6 per cent of the total of public construction expenditure.^^ 

The bulk of the increased Federal spending was in the form of 
grants to state and local units and in WPA spending. The latter 
has not been counted in the above estimates. 

Prior to the depression of the thirties, highways, public build- 
ings and schools bulked large in the total of public construction. 

^Report of the President’s Committee on Administrative Management, Janu- 
ary, 1937. 

The use of increased or decreased pubHc investment as a technique of fiscal 
policy is discussed in Chapter VI, pages 92-103. Public construction has been g 
major type of public investaient. 

The above data are from The Survey of Current Business, June, 1943. Data are 
published currently in the Survey. The amounts spent for construction under 
work relief agencies are included in final construction figures. The figures above 
include expenditures for work relief construction, 

^ These data are from the Construction Analysis Unit of the Works Project 
Administration, They exclude defense construction, WPA spendii^ and Federal 
loans which must be repaid subsequently from state and local funds. 
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In the late thirties, construction of facilities for waterpower and 
irrigation had become of greater impoi-tance, and there was some 
pubhc expenditure for residential construction. Highways and 
educational plants had declined as an outlet for governmental 
construction expenditure. 

Wartime construction activity for the economy as a whole cen- 
tered largely in tlie Federal government. Construction of war 
plants and facilities by the Federal government from 1941 
thi'ough 1943 dominated total construction during these years. 
In this three-year period 32.4 billion dollars were spent on new 
construction (exclusive of work rehef ), of which public construc- 
tion (mostly military and industrial) accounted for 22.7 billion 
dollars, or about 70 per cent.^® 

Increased importance of transfer payments. Since 1929 trans- 
fer pajnnents have become increasingly important items of gov- 
ernmental expenditure. Such payments are not for goods, serv- 
ices, or securities and consequently do not involve a net transfer 
of resources or funds from the private economy to the public 
economy. 

The growth of transfers has been largely tied to the entrance of 
the Federal government into the field of relief and social security 
and to the growth of the Federal debt.^® The bulk of govern- 
mental payments to agriculture can be considered as a transfer. 

A little more than 2 billion dollars of governmental expenditure 
in 1929 can be considered as a transfer. In 1941 nearly 5 billion 
dollars of Federal expenditure and about 1 billion of state and 
local expenditure fell into this category. Thus about one fifth 
of expenditures of government in 1929 and about one third in 
1941 consisted of transfer payments. 

Changes in state and local expenditures. The relative decline 
of the importance of state and local expenditure in the total of 
government expenditure since 1930 has already been mentioned. 


® SoTirce: The Suroeij of Current Business, Jmie, 1943, and April, 1944. 

^ There is not complete agreement as to exactly what constitutes a transfer 
payment. The Department of Commerce has considered only pensions, relief, 
food stamps, veterans' bonuses, and social insurance payments as transfers. ( See 
The Survey of Current Business, April, 1944, page 9. ) Hicks and Hart also include 
interest on the Federal debt. (See J. R. Hides and A. G. Hart, The Social Frame- 
work of the American Economy, pages 180 and 182-185, New York: Oxford 
University Press, 1945. ) We have included government payments to fanners on 
the grounds that farmers did not surrender any goods, services, or titles to goods 
and services in return for these payments. 
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Table 6^^ 

Transfer Payments by the Federal Government in 1941 
(in billions of dollars) 


1. “Official” transfer payment series: 

a. Pensions and relief 31.4 

5. Food stamps and veterans’ bonus 0.1 

c. Social insurance payments 0.9 


$2.5- 


2. Government payments to farmers 0.6 

3. Interest on public debt I.9 


$5.0 

® Does not represent an exact total of three preceding items, due to rounding. 

With the exception of expansion in expenditures for protection, 
the greatest expansion in public expenditures from 1900 to 1930 
centered in the state and local governments. The expenditures 
of these units of government made up 68.4 per cent of total gov- 
ernment, expenditure in 1903 and 73.9 per cent in 1929. State 
and local governments, particularly during the twenties, were 
feverishly building highways and increasing expenditures for 
education. 

During the depression, however, expenditures of local govern- 
ments from their own funds dropped from their peak of 6.5 
billion dollars in 1929 to a low of 4.6 bilHons in 1935 and 
stood at about 5.6 bilhon dollars in 1941. Although state gov- 
ernments’ expenditures rose rather consistently during the depres- 
sion, the Federal government was making nearly half of total 
public expenditure in 1940. 

. Some of the functions performed by local governments were 
aided financially by the Federal government or the states. This 
was particularly true in the field of public assistance and welfare. 
Federal funds came to local areas largely through work relief or 
direct rehef, although social security payments and Federal and 
state aids for construction also contributed. The local govern- 
ments were spending more for welfare in the thirties than in the 
twenties, but they were spending less for education and for high- 
ways. State and Federal funds had come to the aid of local gov- 
ernment in these areas. 

, . ^ 

“ Sources: "'Official” series is that used by the Department of Commerce and 
published in The Survey of Current Business, April, 1944, page 9. Government 
payments are from the BAE, "Farm Income Situation.” Interest on public debt 
is from Bureau of the Census, Financing Governments 1941, page 74. 
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State expenditures showed a surprising relative increase during 
the thirties: they jumped from 2 billion dollars in 1929 to 4.6 
billion dollars in 1941. Part of the increase was in the form of 
larger transfers of state funds to local governments. These trans- 
fers rose from 650 million dollars in 1928 to 1,709 millions 
in 1941. They were primarily for education, highways, public 
assistance and welfare. Much of the remaining increase in state 
sxpenditure went to launch the state portion of the welfare and 
social security programs set up in the 1930’s and to provide addi- 
donal state funds for state highways and state-operated educa- 
donal institutions. 


CHANGES IN TAXATION 

Since the turn of the century, noticeable changes have taken 
olace in our tax system. (1) The amount of tax revenue col- 
ected has increased very markedly. In 1902 about 1.4 billion 
iollars were collected in taxes by all units of government — Fed- 
jral, .state and local. The wartime tax systems of all govem- 
nental units raised more than 50 billion dollars in 1944, and we 
jxpect to collect around 40-45 billion dollars annually during the 
period up to 1950. (2) The kinds of taxes utilized have changed 

greatly in their relative importance as sources of revenue. In 
L902 state and local governments relied primarily upon property 
:axes while Federal tax revenues came largely from taxes on com- 
nodities, particularly imported goods, liquor and tobacco. Al- 
hough the property tax has remained the pillar of local tax sys- 
;ems, its relative importance in the tax structure has declined 
greatly. The income tax has become the principal source of 
?ederal tax revenue. 

Increases in the Amount of Tax Revenues 

Even though tire growth in tax collections has not kept pace 
vith the growth in public expenditure, particularly during the 
ast two wars and the depression of the thirties, the trend in tax 
revenues has followed rather closely the trend in public spending. 

Tax revenues, for all units of government, rose from 1.4 billion 
iollars in 1902 to more than 9 billion dollars in 1920. The level 
>f tax collections during the twenties averaged about ^ee and 
me-half times the level during the decade prior to our entry 
into World War I. Although tax revenues fell off slightly in the 
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early part of the depression, by 1936 they had reached a new 
high, and during World War II total annual tax collections 
passed the 50 billion dollar mark. 

Taxes have increased rather steadily at all levels of govern- 
ment. Local governments collected during the thirties about 2 
and one-half times as much in tax revenues as they collected dmr- 
ing the second decade of this century. State tax collections rose 
fivefold between these same periods. Federal tax collections 
have shown the most variability, rising markedly during the two 
war periods and falling off sharply during the forepart of the de- 
pression. 


Changes in the Character of Taxation 

The principal changes which have taken place in the character 
of taxation are (1) the rise of the progressive personal-income 
tax, (2) the increase in business taxation, (3) the emergence of 
special-benefit taxes of fiscal importance for financing highways 
and more recently for financing unemployment and retirement 
benefits, (4) the extension of commodity taxation at the state and 
Federal levels, (5) an expansion in property tax revenues but a 
fall in the relative importance of the property tax accompanied 
by a growing resistance to the tax itself and to the methods em- 
ployed in administering it, (6) increasing acceptance of death 
and gift taxes, and (7) increasing use of the same sources of tax 
revenue by more than one unit of government. 

The rise of progressive personal-income taxation. Personal in- 
come taxation was the most important single source of govern- 
ment tax revenue in 1944, accounting for nearly 19 billion dollars 
(about two-fifths) of the 50 billions of taxes collected from 
all sources. Although it was employed by 33 states, the personal 
income tax was collected principally by the Federal government. 

The personal income tax was incorporated into tire Federal tax 
system in 1913 when the 16th Amendment to the Constitution 
was adopted.^® From the date when the first Federal law was 
enacted, Federal taxes on personal incomes have had a progres- 
sive rate structure. The rate of taxation has been higher on 
large incomes than on small ones. Personal exemptions granted 
by the Federal laws have been relatively high, however. As late 
as 1940, less than 4,500,000 individifals paid a Federal tax on their 

^Personal income taxation was used by the Federal government in 1861-1872. 
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1939 incomes. Changes during the war period, after 1939, con- 
verted the Federal tax into a "mass’" tax which reached close to 
50,000,000 individuals on their 1944 incomes. The changes were 
a combination of reduction in personal exemptions, increases in 
rates, and shift toward a current collection basis, all during a 
period when national income more than doubled.^^ 

Although 33 states tax personal incomes, the relative impor- 
tance of this kind of taxation at the state level is small. In 1945 
less than 10 per cent of state tax revenue consisted of personal 
income taxes. 

The personal income tax could play a very important role in 
fiscal pohcy designed to combat inequality and unemployment.'’ 
If personal exemptions are retained and progressive tax rates 
employed, the personal income tax probably will be the best 
working approximation to what is called “ability to pay"" in taxa- 
tion. Its more complete shift at the Federal level to current col- 
lection^’^ would make relatively easy the gearing of tax collections 
to changes in the flow of income. By appropriate reductions or 
increases in tax rates, the Federal income tax could be used to 
fight deflationary or inflationary forces as they arise. 

Development of business taxation. Of greatest importance 
among business taxes is the corporate income tax. The founda- 
tion for corporate income taxation was firmly estabhshed in 


Personal exemptions for a married couple without dependents, for example, 
dropped from $2,500 on 1939 net income to $1,000 in 1943. A more detafied 
account of the changes is given in Chapters XIII and XIV. 

A lag of slightly more than one month can be Involved between payment of 
most wage and salary income and payment of Federal taxes withheld on such in- 
come. For taxes on Incomes not withheld at the source — ^incomes of self-em- 
ployed businessmen (except farmers, who are given especially favorable treat- 
ment) and for nonfarm income from such sources as interest, dividends, rents, and 
royalties — quarterly estimates of income to be received during the current year 
me necessary. Taxes due (if any) on the basis of diese estimates are ^payable 
in quarterly installments. Such estimates may be revised quarterly during the 
year. Under the existing ‘‘current collection” system, farmers are not required 
to make even an initial estimate of annual net income until January 15, at which 
time annual taxes due, if any, are subject to payment. All taxpayers have a 
subse^ent opportunity for determination of final tax liabihty for the year by 
submitting iheir annual tax returns by March 15 of the following year. The lags 
sdll present are much shorter ihan under the tax collection system in effect 
until 1943. Until that time, no tax return on the income of the preceding year 
was required until March 15 of the following year, and tax liability, if any, could 
be discharged by quarterly payments through December 15 of the year following 
income receipt. A more complete description of changes in the tax collection 
process will be given in subsequent chapters on Personal Income Taxation. 
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1909 by the Federal tax of one per cent levied on the net incomes 
of corporations. 

Since the inception of the tax, the tax rate has been gradually 
increased until in 1942, it reached 40 per cent for corporations 
with net incomes above $50,000.^® During both World Wars, 
there have been heavy excess-profits taxes in addition to the 
regular corporate income tax. In World War II the excess- 
profits tax rate was 95 per cent, although an over-all ceiling of 
80 per cent was established as the most of corporate net income 
that could be taken by Federal taxes on income and profits.^® 
The excess-profits tax was repealed, effective December 31, 1945. 

The states followed the Federal government into the field 
of general corporation-income taxation. Within ten years after 
Wisconsin’s tax of 1911, seven other states enacted corporate in- 
come taxes. During the thirties the burst of state tax activity 
expanded the taxation of corporation income until, in 1944, 33 
states used the tax. In 1944, however, the aggregate of all 
state taxes on corporation income was only slightly in excess of 
0.4 billion dollars, as compared with Federal collections of 5.3 
billions, and of 14.8 billions if Federal excess-profits taxes are 
included. 

Business taxes, other than taxation of corporate income, are also 
employed, particularly by the states. Pubhc utilities, insurance 
companies, banks, and railroads are among the forms of business 
upon which the states have levied taxes. The amoimts of reve- 
nue obtained from such taxes have been relatively unimportant, 
however. 

Emergence of special-benefit taxation. Students of finance 
have long recognized a category of taxes which they have la- 
beled special-benefit taxes. Special assessments on such public 
improvements as streets, sidewalks, street lights, sewers, and the 
like have fallen into this class. But until the coming of highway 
and payroll taxes, special-benefit taxes have never been very im- 
portant in the public economy. This is to be expected, for taxes 
are usually defined as 'compulsory payments to a government for 

For corporations witii lower net income, the rate began at 25 per cent and 
increased toward 40 per cent as the net income increased. These rates were 
slightly reduced in the Revenue Act of 1945. 

There were a few other Federal taxes on corporations which were in effect 
in 1945, but quantitatively they were unimportant. 
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the purpose of promoting the welfare of tlie public in general, 
and taxes to pay for special services or benefits approximate 
prices to cover costs rather tlian collections to underwrite general 
welfare. 

If one accepts the point of view that such taxes approximate 
charges for special services, nearly aU special state taxes on motor 
vehicles (particularly motor fuel and vehicle licenses) consti- 
tute special-benefit taxes.-^ Their origin was a result of the 
growing demand for better highways, and they have been used 
principally to construct, maintain, and police the highway system. 
State motor vehicle revenues, which were so small in 1915 as not 
to merit a separate (Census) classification, were 1,452 million 
dollars in ( calendar ) 1941^^ and, except in a few states, were dis- 
tributed almost entirely for highway purposes. In the aggregate, 
85 per cent of state highway revenues were used for highway pur- 
poses. 

PayToll taxes, unused prior to 1984, amounted to 1,902 million 
dollars in 1941. Ultimately they will be paid back in special 
unemployment or retirement benefits to workers who have made 
some contribution in the form of such taxes. 

There has been some pressure to put social security payroll 
deductions outside the tax category and to consider them in the- 
same class as insurance premimns. In view of the fact that such 
pa)anents are not voluntary and that the benefits could be 
financed from other sources, it seems reasonable to consider them 
as taxes (see Chapter III). 

Nearly all of state highway and all of payroll taxes are essen- 
tially “consumption taxes” in that a large number of individuals 
pay such taxes, and the bulk of the expenditure of' these indi- 
viduals is for consumption.^® Consequently, it is reasonable to 
include these taxes as consumption taxes — as some economists 

^ Bureau of tlie Census, State Finances, 1942, page 92. 

^ Federal taxes on motor veMcles and motor fuels may reasonably be excluded 
firom the special-benefit category. There is no conclusive evidence that , their 
collection has had any direct tie-up with appropriations for Federal aid to state 
or local highways. 

Source: Public Roads, Vol. 23, No. 6 (October— December, 1943), page 140. 

®®Of the various payroll taxes contributions for unemployment insurance are 
set up to be totally paid by the employers. Part of the costs of old-age insurance 
suppos^Iy is supported by employees. It appears likely, however, toat the em- 
ployers' contributions to payroll taxes ultimately rest in large part on the workers 
(see Chapter XII). 



CHANGING PATTERNS IN PUBLIC FINANCE 39 

have done^Wather tlian as special-benefit taxes. Such taxes, 
however, are also the closest important approximation to special- 
benefit taxation in our current tax system. 

Expansion of taxes on goods and services. State taxes on busi- 
ness and Federal and state taxes on the sale of goods and services 
have undergone a notable expansion since 1900. At the turn of 
the century and until 1914, the Federal government relied for al- 
most aU its tax revenue on revenues from customs duties and 
internal excises on the sale of liquor and tobacco. Internal ex- 
cises jumped during World War I, but tapered off in the twenties. 
By 1980 tobacco was the chief source of excise revenue: taxes on 
. tobacco brought amounts of revenue to the Federal government 
from taxation of commodities exceeded only by customs (taxes on 
imports ) . 

The depression reduced Federal tax revenues very markedly. 
In the year 1932 they fell below 2 bilHon dollars for the first year 
since 1917. In an attempt to boost Federal tax collections, the 
Revenue Act of 1932 imposed a variety of internal taxes on goods 
and services. Beginning in 1933, the repeal of the 18th Amend- 
ment brought about the restoration and extension of Hquor taxes. 
This burst of tax activity came at a time when it might have been 
reasonable for the government to reduce taxes instead of increas- 
ing them, if the over-all objective was to strengthen markets. 
Additional Federal taxation of goods and services came with the 
national defense program of 1940 and our subsequent participa- 
tion in World War II. Nearly 5 billion dollars of tax revenue was 
collected by Federal taxes on goods and services in 1944. This 
was nearly twice the amount collected in 1941 and more than 
four times the collections in 1930. 

Accompanying the depression sales-tax activity of the Federal 
government was an increase in state sales taxes. Taxes were 
levied on alcoholic beverages in aU 48 states upon repeal of the 
18th Amendment. In 1944, 25 states used some form of general 


Payroll taxes, for workers covered, are levied only on incomes less than $3,000 
per year in size. The United States Treasury estimated that only 12 per cent of 
1944 income receivers had an income exceeding $3,000. The National Resources 
Planning Committee study of Consumer Expenditure in the United States, 1935- 
36, page 20, indicates that there was, on the average, no net saving by a family 
until its income exceeded $1,250 per year, and that only 11.6 per cent of income 
was saved when income reached $3,000 per year. 
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sales tax. State revenues from sales taxes in 1944 were nearly 
twice as great as in 1935. 

Developments in the taxation of property. Between 1902 and 
1930 revenue from property taxes increased about sevenfold. 
The depression of the thirties reduced property values, increased 
property tax delinquency, and resulted in a- fall in revenues. In 
1944, the year in wliich total tax revenues were at their peak, 
property taxes yielded about 4.6 billion dollars as compared with 
5 billion dollars in 1930. 

Property taxation has never been a source of revenue for the 
Federal government. Its importance as a source of revenue for 
state governments fell oflF markedly during the last forty years, 
with the imposition of motor vehicle taxes and with the growth of 
sales and income taxes after 1930. It raised less than five per 
cent of state government revenue in 1946. The property tax re- 
mains the almost exclusive tax source for local governments, 
yielding nearly 92 per cent of their total tax revenues in 1941.^® 
As long as local tax sources are used to finance local governmental 
functions, the property tax probably will continue to be the 
principal local tax. It is one of the few taxes which can be suc- 
cessfully levied and collected by local units. 

The property tax does not remain in the tax system without 
resistance, however.^® For example, lact of correspondence be- 
tween property taxes and ability to pay has created continuous 
pressure for revising assessment techniques. It is generally con- 
sidered desirable to make over-aU assessments respond more 
quickly to changes in the general level of production and employ- 
ment and to reduce variations in assessed values of properties with 
comparable earning power. Rapid growth in state and Federal 
aids to local governments, financed largely by other than property 
taxes,®’^ is also evidence of resistance to property taxes. 

Increase in death taxes. The idea that taxes should be levied 
upon the transfer of property at death had been accepted by 27 
states as early as 1903. By 1913, 35 states were levying such 
taxes. After previous experiments, death taxation became a 

^ Derived from U. S. Department of Commerce, Financing Federal, State, and 
Local Governinent, 1941, Table 5, page 22. 

“ The tendency for the property tax to decline as a source of state government 
revenue has already been noted. 

^ Brief reference to this development is made later in this chapter. Inter- 
govemmentiil Sscal relationships axe discussed in the last section of me book. 
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permanent part of the Federal tax system in 1916. To encourage 
all of the states to utilize this form of taxation, the Federal tax act 
of 1924 permitted taxpayers to take a 25 per cent credit for death 
taxes paid to the state; the credit was increased to 80 per cent (of 
1926 rates) two years later. The result was the extension of 
death taxes to all of the states except Nevada. 

Progression in the tax rates on taxable estates was accepted by 
some states even before 1900. It was adopted by the Federal 
government in 1916 (rates ranged from 1 to 10 per cent). Cur- 
rent Federal rates range from 3 per cent on the first $5,000 of 
taxable estate to a maximum of 77 per cent on that part of a tax- 
'able estate in excess of $10,000,000. All but four states have 
progressive inheritance or estate taxes.^® 

Despite the wide use of progressive death taxes, and the ap- 
parent acceptance of the idea that it is a function of the state to 
limit the accumulation of wealth by inheritance, death taxes have 
never been an important source of revenue in the tax system. 
Collections of 596 million dollars from death taxes in fiscal 1945 
constituted a little over 1 per cent of the 50 billion dollars in 
total taxes collected in that year. Although tax rates are fairly 
high, exemptions are also high and the loopholes for tax avoidance 
are many.®® The Federal tax carried a specific exemption of 
$60,000; state exemptions varied too widely to be summarized in 
any detail here. However, state exemptions frequently vary with 
the degree of relationship of the heir to the deceased. A com- 
mon exemption for dhect heirs (widows and children) is $10,000. 
It will be pointed, out in Chapter XVII that Federal exemptions 
will have to be lowered drastically, and many available loopholes 
*must be removed before death and gift taxes can become an im- 
portant source of tax revenue. 

Increase in overlapping taxation. During the present century 
various units of government are increasingly tappmg the same 
sources of tax revenue. At the beginning of the century, the 
Federal government obtained most of its revenue from customs 
duties and taxes on liquor and tobacco. State and local govern- 
ments both relied heavily on the property tax. At present, 

^An estate tax is levied upon the full amount of the net taxable estate: an 
inheritance tax is levied upon shares received by various beneficiaries after allow- 
ance for permitted exemption. 

^ See Treasury Bulletin:, December, 1946. 

“Death and Gift Taxation” will be examined in Chapter XVII. 
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property taxes are almost exclusively collected by local govern- 
ments, having been virtually dropped by the states. Personal 
income taxes, commodity taxes, and payroll taxes have become 
important sources of revenue for the states as well as for the 
Federal government. 

The states pioneered in effective taxation of personal income, 
bevirmins with Wisconsin in 1911. With the 16th Amendment, 
the Federal government entered the personal income tax field in 
1913 and has since dominated it. Taxation of personal incomes 
is now used by S3 states, however. 

The Federal government led the way in taxing corporate in- 
come. Corporate income taxes are now levied by 33 states. 

Liquor and tobacco taxes have been important sources of Fed- 
eral revenues during almost all of our history. All the states are 
now taxing liquor and 30 states tax tobacco products. Until 1932 
the taxation of motor fuel was considered to be reserved for the 
states. Since that year, however, motor fuel taxation has been an 
important source of Federal tax revenue. 

Payroll taxes are collected in 48 states, and death taxes are 

Table 7*^ 

Important Overlapping and Nonoverlapping Taxes 
in the 1941 Tax Structure 


(in millions of dollars) 


Overlapping Taxes by Type 

Yield in Millions 

1 

Total 

Federal 

State-Local 

1. Corporate income 

S2,033 

$192 

; S2,244 

2. Payroll 

993 

906 

1,899 

3. Individual income 

1,418 

226 

1,644 

4. Motor fuel 

343 

920 

1,263 

5. Alcoholic beverages . . ’ 

820 

308 

i 1,128 

6. Tobacco products 

698 

107 

805 

7. Death and gift 

407 ! 

118 

525 

Nonoverlapping Taxes by Type 




1. Property 



4,492 

4,492 

2. General sales 

— 

641 

641 

3. Motor vehicles licenses 

negligible 

439 

439 

^ 4. Insurance taxes 


98 

98 

5. Customs 

392 

— 

392 


Sources; Financing Federal, State and Local Governments, 1941, page 22; 
“State Revenue in 1941,” Financial Statistics of States: 1941, Census release of 
May, 1943. 
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levied in 47 states : both of these classes of taxes are also employed 
by the Federal government. 

The Federal government is the only imit constitutionally em- 
po^vered to levy import (customs) duties. It has not invaded 
the sacred territory of the states and local governments in general 
property taxation, general sales taxes, motor vehicle licenses, and 
taxation of such businesses as insurance companies. 

Considerable reduction in the administrative costs of collecting 
these overlapping taxes could be achieved through greater coor- 
dination of Federal, state and local tax systems. Such economies 
could be brought about through one unit collecting a tax, allocat- 
ing portions of collections to the other units, and all units sharing 
collection costs. There is considerable merit in separating par- 
tially the collection of tax revenues from the spending of funds. 
The units of government which are best qualified to administer 
certain governmental functions are not necessarily the units best 
qualified to collect the funds. 

CHANGES IN THE ROLE OF THE PUBLIC DEBT 

Since the turn of the century important changes have taken 
place in our governmental debt structure: (1) There has been an 
almost continuous iacrease in the public debt. (2) During the 
period 1940-1946, Federal debt obhgations became the principal 
asset of the banking system. The result has been a tremendous 
increase in the money supply, an increase which poses diflBcult 
problems for central banking and for fiscal policy in the future. 

Growth of the Public Debt 

Between 1902 — ^the first year for which rather complete data 
on public debt are available®^ — and 1916, the public debt rose 
from 2.8 biUion dollars to 5.8 billions. The Federal government 
borrowed heavily during World War I, and by the end of 1919 
the total debt of all units of government had reached a peak of 31 
billion dollars of which 25.6 billions were Federal debt. 

During the twenties the Federal debt was gradually reduced, 
standing at 15.4 biUion dollars at the end of 1930. State and 
local governments were increasing their debt, however, primarily 
to finance roads and schools. The increase in state and local debt 

®'R. B. Bangs, “Public and Private Debt in the United States, 1916-1942,” 
The Survey of Current Business, May, 194S, pages 22-25. 
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virtually offset the reduction in Federal debt, total, public debt in 
1930 being 30.1 billion dollars — a reduction of less than 1 billion 
dollars from the 1919 peak. 

In the decade of the thirties, the Federal debt rose by about 20 
billion dollars, as the Federal government employed borrowing 
as the technique for filling the gap between its expanded expendi- 
ture program and its tax revenues. Meanwhile, the expansion in 
state and local debt virtually ceased. 

World War- II has been responsible for the bulk (nearly four- 
fifths) of the increase in the public debt. From the end of 1940 
rmtil the end of 1945, the total public debt rose by about 225 
billions. Tax collections at the Federal level during the war were 
equal to about one-half of Federal expenditm-e. The deficit was 
financed entirely by borrowing from individuals and from banks 
and other businesses. 

Public Debt and the Banking System*® 

Of more economic significance than the increase in the debt 
itself is the relatively large proportion of Federal debt now held 
by the banking system. From June 30, 1940, to December 31, 
1945, the banks (excluding Federal Reserve Banks) increased 
their aggregate holdings of government securities by 79 billion 
dollars, total deposits increasing by only 10 billion more than this 
amount. During the same period, the Federal Reserve Banks’ 
holdings of such securities rose from around 2.5 billion dollars to 
more than 24.2 bilfion dollars. At the end of the calendar year 
1945, holdings of United States government bonds in commercial 
and mutual savings banks represented more than 70 per cent of 
total bank loans and investments. In 1930, holdings of govern- 
ment securities made up only 6.6 per cent of banks’ total loans 
and investments. Although this percentage increased steadily 
during the depression, the big gain came during the war. 

The long-run implications of this increase in bank holdings of 
public debt and the associated increase in the money supply 
cannot be forecasted accurately. It appears relatively certain, 
however, that effective control of inflation will be hampered by 
these developments. • The increased supply of money is probably 
“semi-permanent” — that is, it is reasonable to expect that no 

“The term "banking system" refers to the aggregate of United States banks 
excluding Federal "Reserve. Bonks. 
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marked reduction in the supply of money will be accomplished 
in the next 10 years. Since banks hold largely short-term securi- 
ties and such securities make up a large part (55 per cent) of 
total bank assets, banks should have httle trouble in meeting their 
commitments to depositors in the event of an increased demand 
for cash. Unless there is continued willingness to hold this 
larger money supply, pressures on prices will be tremendous. 
The heavy bank holdings of Federal debt may make it very dif- 
ficult to lessen some of this increased money supply. One way 
of accomplishing such a reduction would be by issuance of securi- 
ties which are not readily convertible into money and which 
consequently would bear higher interest rates than the average 
of 2 per cent now borne by Federal debt. However, the 
possible depreciation in the value of bank assets which might 
result from such a procedure seems likely to eliminate it from 
serious consideration.®^ 

INTERGOVERNMENTAL FISCAL RELATIONSHIPS®® 

"Fiscal compartmentahzation” — each governmental unit raising 
funds to finance the services which it renders — has been gradually 
breaking down during the last half century. .There has been in- 
creasing recognition that functions performed by one local 
government or state may markedly affect other local governments 
or states. The idea that there could be a division of labor be- 
tween collecting funds and administering services has become 
more generally accepted. This has meant a trend toward (1) 
performance of services by those units of government where per- 
formance can be most efficient and (2) collection of revenues by 
the units which are best suited to collect them efficiently. Al- 
though we have a long way to go before this division of labor is 
complete, some progress has been made since the beginning of 
the century. 

The recognition of interrelationships between functions per- 
formed by different units of government has led to a broadening 
of the base for financing and administering many of these func- 
tions. Only 35 years ago the township was the important unit 
for financing and administering rural roads. Today, highways 

^ See Chapter V and Chapter XXII. 

^The final section of this book is devoted to a more complete discnssion of this 
subject 
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are jointly financed and administered by the Federal, state, and 
local go\'ernments. In many states the township as a unit for 
highwa}^ finance and administration has completely disappeared. 
A similar development has taken place in public school finance 
and administration. State aid to local school districts now rep- 
resents more than one-third of public school costs. The Federal 
government and the states have assumed joint responsibility in 
unemplo\7nent relief. 

Collection of funds is centering more and more in the higher 
levels of government, particularly in the Federal government. 
Funds collected by the larger units are being distributed to 
smaller units. In 1902 the states made available to local govern- 
ments only 75.8 million dollars; by 1944 this had increased to 
1,795 millions. (This sum was made available for specific func- 
tions and through the sharing of taxes.) In 1915 Federal grants 
to the states amounted to only 5.4 million dollars; in 1944, Fed- 
eral grants to lower units of government (primarily states) 
totaled 850 millions. In addition, the Federal government ex- 
pended 10 billions through WPA in the 8 years, 1935-1942. 
Nearly all of this was for state and local projects. 

Two ways of viewing public expenditures. A study made by 
the Census Bureau for the year 1941,^® the results of which are 
summarized for our purposes in Table 8, indicates that govern- 
mental expenditures may be viewed in two ways — ^by looking 
at the units which collect the funds or at the imits which finally 
spend these funds. The difference for any one level of govern- 
ment, which is the net transfer of government funds, cancels out 
when all units are considered. 

Federal expenditures from Federal sources made up 57 per 
cent of all government payments in 1941; state expenditures from 
state sources made up 20 per cent and local expenditures froiii 
local sources constituted 22 per cent. After fund transfers are 
considered, Federal expenditures made up 53 per cent of the 

^Financing Federal^ State^ and Local Governments, 1941. 

®^The Table reprodxices the complete figures on intergovernmental transfer of 
funds, which are somewhat larger than intergovernmental grants 'and shared 
taxes. This is because the compfete figures include loans and payments for debt 
service as well as outright grants of funds. Thus, the transfer of local funds to 
the state and Federal governments cover funds to repay loans, pay interest and 
retire debt, or contribute to state pension funds for retirement of public employ-' 
ees, to mention the most important special cases. These transfers are necessary 
for a complete accounting of funds, but they are not fiscal aid in the usual sense, 
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Table 8® 

The Intergovernmental Plow of Funds, 1941 


(in millions of dollars) 


Expenditure 

Unit of Government 

Classification 

Local 

Federal 

State 

Territorial 

i Total 

I. Expenditure from 
own sources 

$5,562 

$13,878 

$4,837 

$154 

$24,431 

11. Intergovernmental 
Transfer of Funds . . 

A. Funds Paid . . . 

B. Funds Received. . 

100 

1,883 

905 

36 

1,751 

818 

19 

2,757 

2,757 

Net Transfer 

$1,783 

$ -869 

$-933 

$ 19 

0 

III. Expenditure for 

own purposes 

$7,344 

$13,009 

$3,904 

$172 

$24,431 


total, state expenditiires shrank to 16 per cent, while expenditures 
for local purposes rose to 30 per cent of the national aggregate. 
Territorial payments were below 1 per cent under either view' of 
expenditure. Despite their rather rapid development, intergov- 
ernmental transfers were still only 11.3 per cent of all government 
expenditure in 1941, and only 15.5 per cent of all civil government 
expenditures. 

Summary 

Important among the changes which have taken place in public 
finance since the turn of the centur)f are the increase in public 
expenditures and in taxes, the change in the character of both 
expenditures and taxes, the growth of the public debt and the 
heavy holdings of this debt by the banking system, and the in- 
creasing separation of the collecting of funds and the spending of 
these funds. 

In spite of the seemingly revolutionary character of these 
changes, they have not kept pace with the ideas relating to the 
way in which public finance should be conducted. Tax flexibility 
as a technique for combating inflation has been only partially 
utilized, and tax increases rather than decreases were attempted 
during the depression. Many taxes do not conform to the ac- 

® See Census Study, page 54. Columns do not necessarily add to totals, due 
to rounding. The total of 24,431 billion dollars above is decreased by 203 million- 
unspecified fiscal aid from Federal and state to local governments. 
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cepted ideal of ability to pay and have few other characteristics 
to recommend them. Increasing public debt paradoxically has 
been utilized to fight both depression and inflation and has been 
rather unsuccessful in accomplishing either task. Intergovern- 
mental fiscal relations are still based largely on the theory that 
government is like business and that there are no checks on the 
expenditure of a unit of government except the limitations upon 
taxes which can be collected by that unit. 

This lack of conformity between practices and ideas is to be 
expected. It is the primary reason for our writing this book. 
Ideas are “models”; their applicability is imptoven. But the 
practices are real; even though these practices are imperfect, 
people believe that they know what to expect from them. Their 
expectations about new practices are more imcertain. Part of 
our job is to reduce this imcertainty. 
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PART TWO 

PUBLIC FINANCE AND 
FULL EMPLOYMENT 




CHAPTER III 


THE MONETARY FRAMEWORK OF 
THE PUBLIC ECONOMY 

I N THE first chapter of this book we indicated that nearly 
everyone considers a high level of production and employ- 
ment to be an important objective of economic policy. We also 
suggested that the ways in which a government collects and 
spends money strongly influence the level of production and em- 
ployment witliin the economy. In this chapter, we will point 
out some of tlie relationships between fiscal activities and em- 
ployment. Chapters III through VIII of the book will be de- 
voted to a discussion of some of the possibilities and limitations 
of fiscal policy in encouraging a high level of production and 
employment and to analysis of alternative fiscal policies. 

Markets and Employment 

A high level of production and employment is near the top of 
oxnr list of objectives of economic policy. But ■ most United 
States citizens are not willing to sacrifice everything else in order 
to achieve this objective. In particular, we in the United States 
seem to want full employment provided largely through private 
enterprises. If it is possible to achieve full employment in this 
way, we want the area in which government acts as producer and 
employer restricted to that in which government can pro- 
duce more effectively than private producers.^ This restriction 
prompts us to look to monetary-fiscal activities as techniques for 
promoting full employment. Such activities can directly affect 
the amounts of money wliich people do or do not have available 
to spend. At the same time they need not greatly alter tlie role 
of government as producer and employer. 

In an economy where production is organized and conducted 
largely by private producers, these producers buy resources, use 

^ Refer to Chapter Di which deals with the proper sgope for governmental 
expenditure and use of resources. - 
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them in producing goods and services, and sell these goods and 
services to otlrer economic units — to consumers or to other pro- 
ducers. The amounts of resources that producers utilize depend 
partially upon the amounts of goods and services they expect to 
sell profitably at various prices. Employment depends upon 
markets, the volume of sales, as well as upon incentives, the 
rate of profit." 

For example, the operator of a shoe factory buys leather, nails, 
cloth, and other materials used in making shoes. He leases 
machines to cut the leather and stitch and tack the shoes together; 
and he emplo}'s labor to operate the machines, keep accoimts, and 
help market the product. If he expects to sell 500,000 pairs of 
shoes at a given price during a given year, he will utilize about 
twice as much material and employ about twice as much labor 
( prices of these resources remaining the same ) as he would if he 
expected to sell only 250,000 pairs of shoes. The amounts of 
resources that he is willing to buy or hire depend upon the 
amounts of product that he thinks can be sold at various prices — 
upon the expected demand for his product. 

Markets and Spending Power 

Markets obviously depend upon the expenditures of buyers. 
Markets are weak when buyers are spending relatively little, and 
markets are strong when buyers are spending heavily. In the 
period 1929-1932, when national income fell from a high of 83 
billion dollars to about 44 billion, markets progressively weak- 
ened. Buyers spent progressively less. In 1941-1944, when 
national income rose from about 93 billion dollars to more than 
150 billion, markets were becoming stronger. Buyers were try- 
ing to buy heavily. Like a strong wind which seemingly plucks 
withered leaves from a dormant tree, a strong market whisks 
away goods and services about as rapidly as they are produced. 

A strong market for goods and services as a whole does not 
mean that there will be a “sellers’ ” market for every commodity. 

® Important determmants of tiie level of output and the amounts of resources 
utilized by a given firm are (1) expected demand conditions for products, (2) 
expected supply conditions for resources, and (3) expected rates of conversions 
of resources into products. Markets describe only expected product demand con- 
ditions, Discussion of markets as a determinant of the volume of output makes 
sense only if it is assumed that the supply schedules for resources and the rates 
of conversion are given. 
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The quantities of various commodities that buyers take from the 
market at given prices depend upon buyers’ preferences for 
various goods and services as well as upon buyers’ spending 
power and willingness to spend. The market for shoes may 
weaken because buyers beheve that they do not need as many 
shoes as they have been buying. More of their expenditure may 
be directed toward other commodities. A problem of rmemploy- 
ment in the shoe industry may arise. It could be solved by 
moving resources out of shoe production and into production of 
these other goods and services. In practice, however, solution 
of this problem may require special measures to help retrain 
workers and to assist them in moving into other lines of produc- 
tion. 

The market for shoes may weaken also because consumers’ 
total spending power or their willingness to spend has declined. 
Unemployment in the shoe industry cannot then be solved by 
shifting men and materials into other industries. Other oppor- 
tunities for using the unemployed resources of the shoe industry 
are not likely to exist. The market for nearly all goods and 
services has weakened. This contraction of markets as a whole 
is the problem of depression. Its opposite is inflation. Depres- 
sion and inflation are problems which monetary-fiscal policy can 
help solve through exerting appropriate effects upon spending 
power. ' 

Determinants of spending power. Spending power — the 
amounts of money which a buyer has available to spend — de- 
pends upon (1) the buyer’s current money income and (2) his 
holdings of money and things that can be converted into money. 
If his current income is increasing, a buyer can spend more 
heavily and still not change his cash holdings or be forced to sell 
his car, his barn, or a bond. If his current income is faUing, a 
buyer can maintain his spending only by digging deeper into his 
holdings of money or by selling some asset. 

Current incomes, however, are determined by current spending. 
In fact, income and expenditure are merely two different ways of 
looking at the same thing. Items of your money receipts consti- 
tute items of expenditure to some other economic units — ^to your 
employer and the renter of your property, for example. Your 
money expenditures represent money receipts to your butcher. 
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barber^ carpenter, and doctor. Other peoples’ expenditures de~ 
temiine your income; and your spending helps to determine their 
incomes. 

Thus, a person cannot increase his money receipts unless some 
other person is willing to increase his money expenditures. If 
the person whose income has fallen wishes to maintain his spend- 
ing by selling an asset and is one of a few such persons in the 
economy, he may be able to get a satisfactory price for tliis asset. 
However, an individual seller may find himself in the midst of a 
mass liquidation, as in 1931-1933. The price which he gets will 
be relatively low. He may not be able to keep up his spending 
by selling his assets. 

In any closed economic system,^ the sum of the expenditures 
of all of the economic units within the system is always exactly 
equal to the sum of the receipts of all of the economic units 
within the system. The receipts and expenditmes of any eco- 
nomic unit need not be equivalent. But for the economy as a 
whole, income and expenditure are opposite sides of the same 
tiling; the expenditures of one unit are the incomes of other units. 
If total expenditure in the economy falls o£F, total income declines 
exactly as does expenditure, for the two are always equal.'^ 

Many people consider this phenomenon — '"spending power is 
dependent upon spending” — as an illusion. Certainly the indi- 
wdual does not always find that if he spends more he has more to 
spend. Altliough other people s receipts will be increased, they 
may not spend more for his goods or services. Our personal 
experiences may mislead us when we try to apply them to the 
economy as a whole. What is true for the individual is not al- 
ways true for the economic system. For the aggregate of eco- 
nomic units comprising the economic system, the more that is 

®A closed economic system may be defined as an economy in which there are 
neither outgoing or incoming payments. For purposes of this discussion, how- 
ever, an economy in which outgoing money payments and incoming money pay- 
ments are equal is equivalent to a closed economic system. Although the writers 
recognize that international as well as domestic factors are important in the 
United States economy, discussion in this book will be confined to domestic 
economic transactions. The importance for international trade of successful, 
domestic full-employment policies has recently ^ been stressed by a number of 
writers, among them, Alvin Hansen, AineHcds Role in the W^ortd Economy^ New 
York: W. W, Norton & Co., Inc., 1945. 

^ The assertion' that income and expenditure are eqtiivaient in no way suggests 
factors that are responsible for variations in tlie level of expenditure (and 
income). Some of these factors, non-monetary as. well as monetary, will be dis- 
cussed in subsequent chapters, particularly Chapters IV and V. 
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spent the larger will be current total money income and the more 
there will be for the aggregate of economic units to spend. 

Willingness to spend. Spending power alone, however, is not 
sufficient to determine the level of expenditure. A change in an 
economic unit s current income does not mean that there will be 
an equivalent change in its current expenditure. The volume of 
spending depends partially upon what is available to spend; but 
it also depends upon whether that which is available is spent. It 
depends upon what is done with current income and with hold- 
ings of money accumulated during earlier time periods, for will- 
ingness to spend is important. 

Assume that tlie total quantity of money in the economy is fixed. 
Economic units that try to build up their holdings of money will 
reduce their spending. Money income obviously will decline for 
the other units whose income is the expenditure of the xmits 
which are trying to build up their cash holdings. And, unless 
these xmits whose incomes have fallen are willing to spend as 
much as before, the incomes of other units to whom they make 
payments will decrease. Money expenditxues and money in- 
comes for the economy as a whole will fall off. 

. Similarly, if economic units try to let their current money ex- 
penditures exceed their current money receipts — ^to reduce their 
holdings of money — ^their money expenditures must increase. 
The other units whose incomes are the expenditures of these 
units whose expenditures have been increased will find their in- 
comes are increased. 

Unless the quantity of money in the economic system is in- 
creased, money holdings for the economy as a whole obviously 
cannot be increased. Some xmits can hold more money, but 
others will have to hold less. A general attempt to increase 
money holdings will result only in reduced money expenditures 
and money income. 

Similarly, the total of money holdings for the economy as a 
whole cannot be reduced unless there is a reduction in the 
quantity of money. Some xmits can hold less money, but others 
will have to hold more. A general attempt to reduce money 
holdings will result in an increase in money expenditure rather 
than a reduction in the total amoxmt of money held. 

If the quantity of money is expanded as economic xmits try to 
biuld up their holdings of money, the attempt to build up cash 
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balances need not result in a reduction in money expenditure. 
There will be more money to hold and as much to spend. Or, 
if the quantit}- of money is contracted as people try to reduce 
their holdings of money, the attempt to dimmish cash balances® 
need not result in an increase in money expenditure. There will 
be less to hold or less to spend. 

Variations in the money supply. Changes in the level of ex- 
penditure, however, are accentuated by a monetary system which 
tends to reduce tire amount of money in the economy when 
people wish to build up their holdings of money, and which in- 
creases the quantity of money when people wish to spend more 
of it. 

Bank deposits have been the major element of money in our 
economy. Under our banking system, the banks as a group (not 
an individual bank acting “out of step” with the rest of the banks ) 
may vary the quantity of bank deposits by expanding or contract- 
ing bank loans and investments. The banks are not required to 
hold as a reserve against deposits one dollar of currency for each 
dollar of deposits. Nor are the banks required to keep a constant 
ratio between reserves and deposits. The reserve requirements 
estabhsh only a minimum ratio. The smaller the reserve ratio 
required, the greater the potential expansion or contraction in 
bank deposits. 

Expansion in bank credit has almost always accompanied an 
increase in the level of expenditure and in the price level, while 
contraction has usually accompanied a fall in expenditure and in 
the general level of prices.® 

Money income and real income. The changes in money income 

®An alternative way o£ presenting the concept of changes in the willingness of 
economic units to hold money (or to spend money) is by tise of the concept 
‘Velocity of circulation.” An increase in willingness to spend money is an in- 
crease in velocity of circulation; an increase in willingness to hold money is a 
decrease in velocity of circulation. See Irving Fisher and H. G. Brown, The 
Purchasing Power of Money, The Macmillan Co. (new edition), 1911, and A. C. 
Pigou, “The Value of Money,” Quarterly Journal of Economics, 32:38-65 
(November, 1917). 

®On October 4, 1929, the total of bank loans in the United States was about 
42,2 billion dollars. By December 30, 1933, the total of bank loans had fallen 
to around 22.0 billion — a decline of nearly 50 per cent. Deposits fell by about 
one-third ( 16.7 billion) during the same period. 

Between December 31, 1941 and December 31, 1945, bank loans increased by 
only about 14 per cent (3.8 billion dollars). t)emand deposits, however, rose 
from 44.3 billion on December 31, 1941 to 105.9 billion ,on December 31, 1945. 

Banks greatly Increased their investments in government securities rather than 
their loans to individuals in the latter period. The importance of ihe banking 
system lor monetary-hscal policy is examined in Chapter V, 
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mone}- receipts and money expenditures of other economic units, 
some of them affect the net worth of businesses and households 
while others alter only the Hquidity position — the composition of 
the assets — held by these units. For example, tax collections 
diminish the net worth of the taxpa)’er. The government takes 
money from him and need not provide anything in return except 
a tax receipt. Interest payments and social security benefits in- 
crease the net worth of the recipients of these payments. The 
receivers ha\'e more money and no less of other things. 

Government purchases or sales of securities or goods and 
sendees, however, do not change the net worth of the economic 
units making exchanges with the government. If government 
purchases a«$100 bond from an individual, he will have $100 more 
in money. But the value of the bonds he holds wiU fall by $100. 
Similarly, if an individual purchases a government bond for $100, 
he will ha^■e $100 less cash; but he will have additional securities 
worth $100. Governirient purchases of securities from nonbank- 
ing economic units, or sales of securities to these units alter the 
composition of tlie assets of these units. Their net worth, how- 
ever, will be unchanged. 

We may speak of governmental fiscal transactions which alter 
the net worth of other economic units as transactions on income 
account. Government fiscal transactions affecting the composi- 
tion of assets held by otlier economic units but not affecting net 
worth we may call transactions on capital account. 

Both transactions on income accoimt and transactions on capi- 
tal account are likely to affect money expenditures for goods and 
services by economic units. Both kinds of transactions affect the 
amount of money at the disposal of economic units other than 
government. Transactions on income account leave these units 
either richer or poorer than they were before. For eifample, an 
income tax reduces both the liquidity of the taxpayer and his net 
worth. It is to be expected that he will be less eager ( as well as 
less able) to spend after the tax was paid than he was before. 
Transactions on capital account do not change net worth, but 
affect liquidity.'^ Such transactions may make economic units 

’The lkj[uidity of an asset may be defined in terms of its nearness or ease of 
conversion (without loss or gain) to money. Thus currency, by definition, is the 
most liquid of assets; demand deposits approximate currency in liquidity; short- 
term government bonds are only slightly less liquid than demand deposits; spe- 
machinery is rather illiquid; and so forth. 
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feel richer or poorer than they were before. Although the value 
of a farmer’s assets is not changed when he sells a cow, the fanner 
is more likely to spend after the sale than before. Similarly, 
after the sale of a bond, an indmdual is likely to spend more for 
goods and services than he did when he was holding the security. 

A given governmental transaction on income accotmt is likely 
to have a greater effect upon the money expenditure of other 
economic emits than would a transaction of tlie same size on 
capital account. But both kinds of transactions can be used to 
influence the expenditures of other economic units. Increased 
wartime taxation curbed private spending by making individuals 
and businesses poorer than they otherwise would have been. 
Government sales of war bonds to individuals could reduce 
private spending by making private economic units less hquid. 

Receipts and expenditures of the public economy. The influ- 
ence which governmental fiscal activities exert upon the level of 
money expenditure within the economy depends upon the 
amounts of money collected and spent by government and upon 
the ways in which government collects and expends this money. 

Imagine that the quantity of money in the economy is fixed. 
If, during a given period of time, the money receipts of govern- 
ment exceed its money expenditures, government will have built 
up its cash balance. The aggregate money expenditure of other 
units, however, must have been greater than the aggregate of 
their money receipts. Not every other unit need have spent 
more than it received. But the total of the expenditures of other 
imits must have been greater than the total of their receipts. 
And the amount of the difference will be exactly equal to the 
amount by which the money receipts of government have ex- 
ceeded its expenditure. 

On the other hand,, if the expenditures of government over a 
given period of time are greater than its receipts, government 
will have paid out more than it has taken in. And the aggregate 
of other units will have taken in more than they have paid out. 
They will have accumulated additional funds exactly equal to the 
excess of government payments over government receipts. The 
sum of the expenditures of government and otiier units, always 
must be identical with the sum of the receipts of government and 
other units. 

The picture of the expenditures and receipts of the public and 
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pm'ate economies in the last quarter of 1945 illustrates this 
identity of expenditure and income for the economy as a whole. 
The deficit of government was exactly equal to the surplus of the 
private economy. The sum of expenditures for all economic 
units — government, consumers, and businesses — was exactly 
equal to the sum of the receipts for all economic units. These 
relationships are portrayed in Table 9. 

Table 9® 


The Nation’s Budget for the Last Quarter of (calendar) 1945 


Economic Unit 

Annual Gross 
Income 1 

(in billions of 
dollars) 

Annual Gross 
Expenditure 
(in billions of 
dollars) 

Income minus 
Expenditure 
(in billions of 
dollars) 

Government . . . 


35 


58 


-23 

Federal 

\ 25 


50 


-25 


State and Local . 

10 


8 


-f 2 


Other Units 


151 


128 


+23 

Consumers 

140 


112 


+28 


Businesses® 

11 


16 


- 5 


(including for- 





I 

1 

eign income and 







expenditure) 





t 

t 

All Units 

186 

186 

0 


“ Business expenditure is for gross capital outlays while business income repre- 
sents retained earnings and rcscrv(s. Hence, the business deficit does not 
represent an operating loss for business. 


(i) Sources of funds. Government has but two sources of 
funds: (1) money akeady in its coffers (or made available 
through new money issues) and (2) money held by nongovern- 
mental units. 

With respect to the first source, it is the expenditure of funds 
rather than the obtaining of these funds that influences aggregate 
money expenditoe within the economy. Government akeady 
has the money or can issue it. No transactions with other eco- 
nomic units need be made.® 

’Data are from the Federal Reserve Bulktin, February, 1946, page 113, and 
are on tire basis of an annual rate. 

^ Direct money issue can be used only by the Federal government. In recent 
years, the banks have been a major somrce for public funds, provjdmg these funds 
through their purchases of government securities. Some aspects of government 
obtaining funds by having the banks extend credit were discussed in Chapter 11 
and will be treat^ further in this chapter. 
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The second source of funds has been tapped by government 
through the well-established techniques of taxing and borrowing. 
This source includes (1) private funds which otherwise have 
been spent for goods and services and (2) private funds which 
otherwise would not have been expended 

If government taps funds which otherwise would be spent, the 
result is a decrease in the cash balance of nongovernmental units 
and in their expenditure for goods and services. But only cash 
balances are reduced if government takes away funds which 
otherwise would not have been spent. 

However, as we have indicated previously, the way in which 
a source is tapped, as well as the kind of source, may be important 
in determining what happens to money expenditure. Draining 
away a given amoxmt of money by taxing is likely to reduce ex- 
penditure by a greater amount than would draining away the 
same amount by borrowing. As has been indicated earlier m this 
chapter, taxation afEects both the cash balance and the net worth 
of the taxpayer. Borrowing affects only cash balances. One 
kind of asset (securities) is substituted for another kind of asset 
(money) in the individual’s balance sheet. Nearly every tax 
taps both fimds which would have been expended as well as 
funds which would not have been spent. Some taxes, however, 
draw more heavily than others upon funds which would have 
been spent. Progressive income and inheritance taxes, for ex- 
ample, are less likely to draw upon funds which would have been 
spent than are sales taxes. Progressive income and inheritance 
taxes are likely to affect more the unused cash balances of higher- 
income groups. Sales taxes are more likely to cut the cash 
balances of people who will try to reduce their expenditures for 
goods and services in order to rebuild their cash holdings. This 
aspect of taxation will be discussed further in Chapter XI. 

(2) Expenditure of funds. Government expenditure may af- 
fect the income position and asset structure of an economic unit 
receiving the money in two ways? (1) it may add to the cash 
balance and the net worth of the unit, or (2) it may add to the 
cash balance and alter only the composition of the assets rather 
than the net worth of the unit. We have called transactions of 
the first kind, “transactions bn income account,” while transac- 
tions of the second kind are labeled “transactions on capital ac- 
count.” 
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When government makes such payments as wages and salaries, 
veterans’ pensions, or imemplo}Tnent benefits, it is adding to the 
cash balances of the recipients. They, however, are giving up 
no asset in return for tliis money. Their total assets have in- 
creased. 

When government buys a bond or some commodity from a 
business or an individual, tliat economic unit’s increased cash 
balance is oflFset by a reduction in the amount of bonds or com- 
modities it holds. 

Whether government expenditure adds to the total money ex- 
penditure of the economic units receiving the money depends 
upon the reactions of these units to increases in their cash hold- 
ings. Some may not increase their spending, while others may 
spend all of the additional cash. An increased cash balance, if 
accompanied by no change in other assets, is likely to bring about 
a greater increase in money expenditoe than an equivalent in- 
crease offset by a reduction in other assets. 

Ways of influencing markets. Without altering its role as pro- 
ducer and employer, government has several ways of influencing 
markets.^ Its influence can be exerted by way of government 
operations which affect the cash balances of the other economic 
imits in the economic system. These operations can be con- 
ducted within the framework of the government budget.^^ 

If necessary, the government can inject money into the econ- 

Total expenditure for goods and services within the economy may be divided 
among (1) private expenditure for consumption goods, (2) private expenditure 
for investment goods, (3) government expenditure for consumption goods, and 
(4) government expenditures for investment goods. Of these four groups, (3) 
and (4) may be considered as "policy variables,’^ i.e., variables mat can be 
changed directly by government. Changes in them may have indirect effects 
upon private expenditures for consumption and investment goods. However, 
other lines of government action can also indirectly inffuence private expenditure, 
particularly upon consumption goods. Counter-cyclical action designed primarily 
to influence private investment is, in our estimate, not practicable. Decisions 
with respect to private investment are based upon long-run considerations. 
ModiBcations in the tax system may encourage private investment in the long 
run, although such modifications do not assure continuous full employment. 
Flexible fiscal poHcy designed to influence markets must be largely short run and 
thus cannot be expected to act directly upon private expenditures for investment 
goods. Private investment is likely to be more stable, however, if consumption 
markets are kept strong. 

^For purposes of mis exposition, the term "government budget” replaces 
^'Federal budget,” but it is recognized that only the Federal government, operating 
over almost me entire United States economy, is in position to adopt policies 
which consciously look toward modifying the level of expenditure (and income) 
in the economy as a whole. 
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omy by letting its current payments to economic units exceed tbe 
amount of money which is paid to it by economic units. The 
difference between government’s current money expenditures 
and its current money collections from other economic units can 
be accounted for by reductions in the government’s holdings of 
moneyd^ or new money can be issued.^® 

This action permits other economic units to build up their hold- 
ings of money, for the total of their current money receipts ex- 
ceeds the total of their current money expenditures exactly by 
the amount of the government’s deficit. Thus, if other economic 
units are reducing their expenditure for goods and services in 
attempts to build up their relative holdings of money, the gov- 
ernment’s action permits them to increase their stocks of money 
without decreasing then expenditure. 

By the reverse procedure — collecting more money from other 
economic units than it pays to them — the government can drain 
money out of the economic system.^^ The total of the expendi- 
tures of other economic units then exceeds the total of their 
receipts; and the size of this deficit will exactly equal the excess 
of government’s receipts over government’s expenditures. 

Monetary-fiscal policy. There are a number of activities of 
government which involve collecting or spending money and 
which could be directed toward influencing the aggregate money 
expenditure of the economy for goods and services. Some of 
these activities — ^taxing, expending money for the goods and serv- 
ices used by government, and incurring and repaying debt, for 
example — are conducted witliin the framework of the Federal 
budget. Such funds as those collected by taxing and borrowing 
are considered as budgetary receipts. Such funds as those ex- 
pended to pay the salaries of civil servants, to provide pensions 
for war veterans, or to pay interest on the Federal debt, are con- 
sidered as budgetary expenditures. 

Other money-spending and money-collecting activities take 
place outside of the budgetary framework. For example, when 
the government buys gold, the money issued for such a purchase 
is not counted as a budgetary expenditure; or when the govem- 

“The term “money” iocludes government deposits witii banks. 

“ Tbe a a/HKnnai money could be issued by tbe government or by the banks 
through an expansion in deposit credit extended to government. 

assTimptioix made here obviously is that there is increase in th© 
quantity of money, bank credit, and related items. 
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ment sells gold, the money received is not counted as a budgetary 
receipt. The Federal Reserve System, although not strictly a 
part of gox’ernment,*' buys and sells government securities. The 
receipts and expenditures involved in such activities are not 
counted as budgetary receipts and expenditures. 

Fiscal activities may be defined as those which operate pri- 
marily upon the income accounts of pidvate economic units. 
Taxation, for example, reduces the incomes of the private eco- 
nomic units from whom the taxes are collected. Government 
expenditures in salaries, pensions, or relief grants increase the 
incomes of the private units receiving the money from govern- 
ment. The policies which guide fiscal activities may be termed- 
fscal policies. 

Monetary activities may be defined as those which operate pri- 
marily upon the capital accounts of private economic units. 
Monetary policies are the policies which guide such activities. 
Transactions- within the framework of the government budget 
are primarily fiscal, but they have monetary aspects. Taxation 
and most kinds of government expenditure are within the budget 
and are fiscal transactions. Debt retirement is within the 
budget, although it may be properly called a monetary transac- 
tion. Government transactions outside the budget are prima- 
rily monetary. However, most social security transactions cov- 
ering unemployment are fiscal transactions and are outside the 
budget. 

In this book, we are dealing primarily with transactions within 
the budgetary framework. Because these cannot all be identi- 
fied as fiscal, and because fiscal transactions have cumulative 
monetary effects (they affect liquidity as well as net worth), we 
shall usually be concerned with monetary--fiscal activities, and 
with monetary-fiscal policies. 

Expansionary Effects of Government Receipts and Expenditures 

It is commonly asserted that a dollar of government expendi- 
ture may increase by more than one dollar the total expenditure 
of the economy for goods and services, or that a dollar of govern- 
ment tax revenue may decrease total expenditure in the economy 
by more than a dollar. To get at the basis of these assertions 

“ Some of tlie relationships of the Federal Reserve System to the Treasury and 
to Congress are indicated in Chapter IV. 
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we need to describe in greater detail the assumptions which are 
made about the reactions of economic units to changes in their 
money incomes (or money outflows). 

Private receipts and expenditures may have effects compara- 
ble to those brought about by government receipts and expendi- 
tures. An additional dollar expended by a consumer or a busi- 
ness may also increase total expenditure within the economy by 
more* than a dollar. An additional dollar taken out of the flow of 
expenditure by a private business and used to build up its cash 
balance may decrease total expenditure in the economy by more 
than a dollar. 

The total assets of any economic unit, whether it be a business 
or a consuming unit, consist of the stock of goods and claims to 
goods (including money) to which that unit has title. From 
this stock come the goods to be used; into this stock flows the in- 
come of the economic unit. 

The stock may not only change in size but it may also change 
in composition. Out of a business’s stock of materials comes that 
which is converted into final products. Out of the stock of final 
products come products which are exchanged for money. Out 
of the stock of money come funds to hire labor or to add to the 
stock of materials. The stock is like a vat filled from many taps 
and emptied by many drains. The size and composition of the 
contents of the vat are altered by changes in the rates of the 
various inflows and outflows.^® The economic unit has some 
control over the natmre of the vat’s contents. If it wishes a 
relatively higher concentration of money, it may reduce the rate 
of money outflow or the rate of inflow of other assets. If it 
wishes a higher proportion of other assets, it may open wider the 
money drain and the tap carrying other assets which empty into 
the vat. 

Imagine that government pays an additional dollar to an eco- 
nomic unit — a civil servant, a war veteran, a relief worker, of a 
building contractor. If the recipient chooses to spend a part of 
this dollar for goods and services, the money inflows of the units 
from which purchases are made also will be higher than they 
otherwise would have been. . If these units, in turn, spend a part 

“These analogies are similar to those of Irving Fisher. Refer to Irving Fisher, 
Mathematical Investigations in the Theory of Value and trices. New Haven. Conn.: 
Yale University Press (reprint), 1926. 
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of tlieir increased money incomes, the money incomes of other 
units increase. At any stage in the process, the unit receiving 
additional money income finds that the composition of its assets 
has been altered. It will have in its vat relatively more money 
and relati\-ely less other assets. Unless the new mixture in the 
vat contains just the preferred amount (or less than the preferred 
amount) of money, the economic unit will try to exchange a part 
of the money for other assets.^'^ 

The conclusion that a dollar of government expenditure re- 
sults in an increase of more than one dollar in the total money ex- 
penditmre (and income) within the economy is thus based on the 
assumption that the recipient of tliis dollar does not choose to use 
all of it to build up liis cash balance. The smaller the proportion 
of the increased money outflow which is used to build up the 
cash holdings of each successive recipient, the greater the in- 
crease in e.xpenditure within the economy as a whole. If there 
are imemployed resources so that an expansion in the production 
of goods and services is physically possible, the real income of the 
economy may also be expanded. If no expansion in production 
is possible, only money expenditures are enlarged. The goods 
and services available will bring higher prices. But there will 
be no more goods or services. 

Similarly, the conclusion that a dollar of government tax reve- 
nue will reduce expenditure in the economy by more than one 
dollar is based on the assumption that as money is drained away 
jBrom the taxpaying unit, this unit will try to regain money by 
purchasing fewer other assets than it otherwise would have. It 
may even try to sell other assets. If the taxpayer is satisfied 
with the vat s contents after the dollar has been drained out, the 
collection of a dollar in taxes does not decrease expenditure for 
goods and services. 

Government funds obtained by money issue have no net con- 
tracting effects, because such funds are not drained away from 
other economic units and hence do not decrease then: expendi- 
ture. Money issued by government but used only to build up 


, Refer to K, E. Boulding, "A Liquidity Preference Theory of Market Prices," 
Economica (new series), 42:55-63 (May, 1944). The assumption made 
in the ^"Cambridge version" of the quantity theory of money is that a given per- 
centage of income is held in cash. If this percentage was 20, Ihen of each dollar 
received from government, 80 cents would be spent This assumption has been 
modified in more recent theories dealing with the demand for money. 
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the government’s cash balance has no expansionary effect because 
such funds do not get into the hands of other economic tmits. If 
the government can secure its funds from individuals whose ex- 
penditures for goods and services do not decline as their cash 
balances are reduced, total expenditure within the economy is 
not contracted. On the other hand, if individuals must contract 
their expenditure in order to secure funds to meet tax levies, ex- 
penditure within the economy is reduced. 



CHAPTER IV 


XON-MONETARY FACTORS INFLUENCING 
... ECONOMIC STABILITY 


Basic Assumptions of Fiscal Policy 

T he assertion that governmental fiscal activities can aid in 
keeping the over-all level of production and employment 
within the econoni}- at a high level rests upon two fundamental 
assumptions. First of all, it is assumed that governmental fiscal 
activities can encourage economic units to alter their total money 
expenditure for goods and services: to increase it as population 
grows, capital is accumulated, and technology is improved, or to 
diminish it if prices are rising too rapidly. Second, it is assumed 
that by influencing aggregate money expenditure within the 
economy, production and employment can be kept from falling 
to low levels, or the general level of prices can be kept from 
rising more rapidly than is considered desirable. 

Influencing over-all money expenditure, however, may not be 
sufficient to encom'age full employment and at the same time 
avoid inflation. Certain non-monetary factors may be important 
in bringing about fluctuations in demands for some kinds of goods 
and services. For example, variations in the rate of accumula- 
tion of capital goods may bring recurrent variations in demands 
for resom'ces. Fiscal action may not be able to counter such 
variations without at the same timp encouraging unemployment 
on the one hand or a marked increase in the general level of 
prices on the other. 

Fiscal policies are designed to act primarily upon the total 
money demand for goods and services. They can help to assure 
that markets as a whole will always be strong. As a result, if 
the demand for one commodity declines there stiU can be ade- 
quate markets for other goods and services. Unemplo3unent 
need not result from a deficiency in money demand. But mone- 
tary-fiscal action cannot insure that important impediments to 
the movement of resources will be removed. “Bottlenecks” may 
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be imposed by policies followed by some groups in the economy. 
There is danger then that supplies (of labor, especially) will be- 
come inelastic before full employment is achieved. If this hap- 
pens, attempts to bring about full employment through fiscal 
action will result only in inflation. 

Long-Run Changes in Consumers’ Preferences and in Technology 

Of course, changes in consumers’ taste and in methods of pro- 
duction bring about variations in demands for particular goods 
and services. The invention of the automobile reduced consider- 
ably the demand for horse-drawn vehicles; the safetv-razor 
diminished the demand for barbers’ services; the electric refriger- 
ator outmoded the icebox. New processes are continuously re- 
placing old ones, and new products are being substituted for old 
ones. Furthermore, the future relative importance of existing 
products may not always be the same as it is today. For ex- 
ample, per capita consumption of potatoes and cereals in the 
United States has been diminishing, while consumption of dairy 
products and fresh fruits and vegetables has been increasing. 

These changes all bring about the need for '"structural adjust- 
ments” ^ — changes in the pattern of production and the use of re- 
sources. Some of them may result in what frequently has been 
called '"teclinological xmemployment” in some lines of production. 
Monetary-fiscal policies cannot (and should not) keep industries 
from, declining in relative importance. It is not desirable to try 
to stabilize relative prices by monetary-fiscal action. However, 
by assuring that markets as a whole remain strong, monetary- 
fiscal policies can ease the movement of resomces from one line 
of production to another. . 

As long as these changes are not too rapid and there are no 
significant impediments to resource movement, these changes 
need not pose problems with which monetary-fiscal policy cannot 
cope.^ 

^See Allan G. B. Fisher, Economic Progress and Social Security, London: 
Macmillan & Co. Ltd., 1945. 

^Sorne business cycle theories assume that uncertainties resulting from such 
factors as “waves” of technological innovations deter needed structural adjustments 
and full employment. Monetary-fiscal policy could reduce some uncertainties — 
those related to large movements 'in the general level of prices. However, diis 
reduction in uncertainty might not be sufficient to prevent rather wide fiuctuations 
in employment. See J. A. Schumpeter, Business Cycles, New York; McGraw-Hill 
Book Co., Inc., 1939, 
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Distortions in the Age Distribution of Capital ® 

There are some kinds of demand fluctuations, however, which 
present special problems. One of these grows out of certain' 
peculiarities which may arise in the pattern of capital accumula- 
tion. 

In building up stocks of goods of any kind, the rate of produc- 
tion of such goods must exceed the rate of consumption. During 
the periods in which the stockpiles are being built, demands for 
these goods are equal to current consumption plus additions to 
stocks. When the stockpiles have been built, however, demands 
for these goods will be equivalent only to demands for current 
consumption. Assuming that the size of the stockpile is kept 
fairly constant and that the rate of consumption is hot increased 
sufficiently to equal the average rate of production which pre- 
vailed during the period in which stocks v^ere accumulated, the 
rate of production must decline. 

For example, during the early part of United States participa- 
tion in World War II ( 1942 and 1943 ) production of war mate- 
rials was at a level sufficient to cover combat losses, wear and 
tear, and obsolescence of materials, and also to equip the armed 
forces — ^to build up the stockpile. However, once the forces 
had been equipped, production was needed only to cover combat 
losses, wear and tear, and obsolescence. It was necessary only 
to keep the stockpile at a given size. After sufficient stockpiles 
of a number of items had been accumulated, there were “cut- 
backs” in production even though current drains on the material 
were not reduced. 

Similar cutbacks in the peacetime economy may be experi- 
enced as a result of the “goods starvation” of the war period. 
During the next few years, demands will be high for such items 
as automobiles, houses, refrigerators, and radios. Consumers 
will buy to replenish equipment currently wearing out. But, in 
addition, there will be purchases to replace items which were 
worn during the war period and which would have been replen- 
ished had such goods been available. Once the purchases post- 

* By the age distribution of capital we mean the percentages o£ a given kind of 
capital asset in each age group. For example, 20 per cent of the Ford cars on the 
road in 1950 might be less than one year old, 20 per cent might be between one 
and two years old, IS per cent might be from two to three years old, 15 per cent 
be from three to four years old, and so forth. 
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poned by the war have been made, demands for these goods will 
be primarily for current replacements. It seems likely that 
production of these items will then be cut back. 

Demands fall oflF once the stockpile has been built. But re- 
placement demands may contain recurrent “bulges” if the rate^ 
of accumulation has not been constant. For example, enough 
new houses might be constructed during the next fi\'e years to 
meet all housing demands. Tliis would mean building the 
houses that otherwise would have been built diuing the war and 
constructing replacements for houses which will pass out of use 
during the next five years. After all of these houses have been 
built, however, the housing demand will consist only of replace- 
ments for houses currently wearing out, plus whate\'er new 
houses are needed to take care of the additional population. If 
the new houses built during the next five years are approximately 
alike in their length of service, a bulge in demand can appear 
when it comes time to replace them. Thus, bunching in outlays 
for durable goods follows from irregularity in the rate of accumu- 
lation of such goods. 

Such fluctuations in demand, due primarly to distortions in the 
age distribution of capital (the stockpile of production agents 
and consumers" goods) are cataloged by economists under the 
acceleration principle.^ The quantitative importance of these 
exaggerations is dijEcult to estimate. Some of the evidence 
available indicates that they are not the most strategic factors.^ 
Such fluctuations in demand for some types of goods may be off- 
set by opposing fluctuations in other types. There is considerable 
variability in lie length of life of the individual items in a given 
pile of assets. For example, if a million homes are built in a 
single year, it is very unlikely that most of these will be replaced 
in the same year in the future. 

The importance of the acceleration principle, in so far as mone- 
tary-fiscal activities are concerned, lies in the fact that if these 
fluctuations are of importance, they cannot be controlled to any 

^ Other kinds o£ factors which, like irregularities in the age distribution of 
capital, cause a bunching in demands for durable goods, are also termed “accelera- 
tion factors’"^ in business cycle .theory. See J. M. Clark, Strategic Factors in Busi^ 
ness Cycles^ New York: The Macmillan Company, 1934, and R, F. Harrod, The 
Trade Cycle^ Oxford: The Clarendon Press, 1936. 

® Refer to J. Tinbergen, Business Cycles in the United States of America, 1919- 
1932, Geneva, Switzerland: League of Nations, Economic Intelligence Service, 
1939. 
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significant degree by monetary-fiscal policy. Stabilizing the 
aggregate Ie\ ei of expenditure in the economy would perhaps aid 
ill reducing the variations in the rate of capital accumulation. 
Consumption e.xpenditure and investment (capital goods) ex- 
penditure ha\e been closely correlated in the past. However, 
actual control of the rates of capital accumulation would prob- 
ably ha\-e to be inaugurated in order to get at the root of the 
difficulty. Political resistance to the initiation of such control 
probably would be \'ery great. 

Overaccumulation of Capital 

A somewhat debated point among economists is the extent to 
which a reduced level of production and employment may grow 
out of the declining rate of return on investment as capital is 
accumulated. It is contended that the stocks of skyscrapers, 
swimming pools, railroads, houses, and perhaps even such dura- 
ble consumers’ goods as automobiles, radios, clothing, or canned 
foods may grow to be very large — so large that the rate of return 
from additional accumulation may be low relative to the rate of 
interest. Sufficient investment to keep production and employ- 
ment at high levels cannot be maintained imless the government 
does the investing, although consumption might be increased to 
offset this decline.® 

Many people* question the vaHdity of the basic assumption 
underlying tliis thesis.'^ They claim, for example, that our “re- 
quirements” for housing and other durable consumers’ goods are 
far in excess of any amounts we have ever produced. They point 
to the undeveloped areas of the world where the lack of capital 
is very apparent and to war-tom areas wffiere much of the capital 
that was accumulated no longer' exists. 

These criticisms imply that, if there is to be a “day of judg- 
ment,” it is very far in the future. Such criticisms appear to be 
valid, as far as the world as a whole is concerned. Nevertheless, 
in the United States capital accumulation has been rapid, and the 
ratio of capital to human resources is relatively large. Returns to 

^ See, for example, J* M. Keynes, The General Theory of Employment:, Interest 
and Money, New York: Harcourt Brace & Co,, 1936; K. E. Boulding, The Eco- 
nomics of Peace, New York: Prentice-Hail, Ine., 1945; and Alvin Hansen, Fiscal 
Policy and Business Cycles, New York: W. W. Norton & Co., Inc., 1942. 

'^Note George Terborgh, The Bogey of Economic Maturity, Chicago: Ma- 
chinery and Allied Products Institute, 1945. 
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additional capital in this country cannot be expected to approxi- 
mate those in a country where the ratio of human resources to 
capital resources is larger than in tlie United States. 

An alternative to reduced production and employment, due to 
a declining rate of return on internal investment, is to decrease 
the rate of capital accumulation tlirough increasing consumption. 

A number of teclmiques might be employed to achieve a liigher 
level of consumption. One is to encourage increased consump- 
tion at all levels of income. Many of the techniques which have 
been suggested as practicable policies, however, rely largely upon 
expanding consumption in the lower-income brackets. Mone- 
tary-fiscal activities which tend to redistribute purchasing powder, 
taldng it from the higher-income groups and giving it to the 
lower ones, probably would help to raise the aggregate level of 
consumption for the economy as a wdiole. However, the idea 
that it is a good thing to redistribute income because of the 
favorable eflFects of redistribution upon employment may be 
a very difficult one to sell. Wherever possible, the issues of in- 
come distribution and full employment should be separated; each 
issue should be appraised on its own merits. 

Another technique for encouraging full production and em- 
ployment which has been advocated by some economists is to 
offset variations in private investment by public investment.® 
The advocates of this procedure contend that consumption ex- 
penditures cannot be increased sufficiently to take up the slack in 
production and employment resulting from decliniug private 
investment. They claim that such redistribution of income as is 
pohtically acceptable will not increase consumption enough to 
encourage full production and emplo)'ment. They also argue 
that consumption patterns at given levels of income are slowly 
changed. Inducing individuals to consume a larger proportion 
of their incomes may be accomplished only with great difficulty 
and perhaps only by measures incompatible with some of our 
other social objectives. 

It may be noted here that using governmental investment as 
an offset to private investment, even though such a teclmique 
may bring full employment, has several disadvantages. The 
area in which the government may make additional investment . 

° See, for example, Alvin Hansen, Fiscal Policy and Business Cycles, Chapter 11, 
and other writings by Hansen. 
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is one which is politically determined. Private businesses may 
consider some governmental investment as “unfair” competition. 
Policy makers have often insisted and may continue to insist that 
government investment be noncompetitive — that the government 
confine its investment activities to spheres where private busi- 
nesses would not normally operate.® 

Moreover, decisions with respect to governmental investment 
involve considerations other than the employment effects of these 
investments. The resources used by government to construct 
public works often might be used to produce goods and services 
generally considered more desirable than the public works — if 
we could get these resources employed. We should first look 
for ways to encourage employment of resources for producing 
these other commodities. If we do not, we may be resigning 
oxirselves to a poorer allocation of resources in order to get full 
employment. If there are other ways of encouraging full em- 
ployment, governmental investment as an offset to private in- 
vestment should receive less emphasis as a major tool of fiscal 
policy.^® 

Monopoly Elements 

It is almost rmiversally recognized tliat monopoly elements 
tend to bring about a pattern of resource allocation inferior to 
that which would probably prevail under more competitive con- 
ditions. This is an important consideration, since one of the 
goals of social poficy is to achieve maximum output from the 
available resources. 

In addition, however, monopoly elements have been attacked 
m recent years because they do not reduce prices at times when 

®T]iis may not be a valid restriction to public investment, however. Refer to 
Chapter IX. 

“ An alternative to increased consumption or to a public investment policy faking 
up slack in private investment, is to encourage a higher and more stable level of 
private investment. Strengthening markets should help to encourage private in- 
vestment* Such additional factors as tax considerations and low interest rates 
may also be of help. But, decisions with respect to the level of private investment 
are long-run decisions^ while measures to counter a particular depression must be 
short run. Refer to Chapter III. 

Relatively little consideration has been given to interest rates during recent 
years- Interest rates have been low, and empirical investigations indicate that 
changes in interest rates have been unimportant in afEecting investment decisions, 

( See J., E. Meade and P. W. S. Andrews, “Summary of Replies to Questions on 
Effects of Interest Rates,” Oxford Economic Papers, October, 19S8; and T. F. 
Ebersole, “The Influence of Interest Rates ” Harvard Business Review, Vol. 17, 
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it is believed that price reductions would help to increase em- 
ployment. Some industrial monopolies, labor unions, and agri- 
cultural marketing organizations have, when demands for their 
goods or services were reduced, maintained prices. Some peo- 
ple have concluded that these producers and labor unions have 
not tried to maintain sales of their products or resources. It is 
frequently contended that total production in the economy would 
fall considerably less if prices could be reduced as easily as they 
can be increased.^^ 

Price reductions not sujBGicient to assure recovery. As has been 
indicated by Lord Keynes^^ and more recently by Professors 
La^ge/^ Hicks, and Boulding,^'" a price reduction may not 
always assure sales maintenance, and a reduction in money wages 
is not always the cure for unemployment. The demand for the 
commodity or service may be fiirther reduced as a result of the 
price cut. 

For example, if money wages are reduced, and the money in- 
come of employed workers faUs,^® it is very likely that the workers^ 
money expenditures for goods and services will be reduced. 
Since the workers’ money expenditures are the businessmen’s 
money receipts, these receipts too, will fall. Employers may be 
no better off than they were before, and there may be no incentive 
for them to hire additional workers. 

Reduction of wages can be expected to increase the equilibrium 
level of employment only if the willingness to spend money (and 
the money to spend) contracts proportionately less than tlie fall 
in money wages — in other words, if the demand schedule for 
labor shifts downward proportionately less than does the supply 
schedule. Reduction of prices can be expected to increase sales 
only if the total expenditure on the commodity diminishes pro- 

^ There are a number of proponents of this argument. A recent version of this 
contention is found in E. G. Nourse, Price Making in a Democrnct/, -Washington, 
D. C.: The Brookings Institution, 1944 

M. Keynes, The General Theory of Employment^ Interest and Money, 
New York: Harcourt, Brace & Co., 1936. 

Oscar Lange, Price Flexibility and Employment, Bloomington, Indiana: 
Principia Press, 1945. 

J. R. Hicks, Value and Capital, London: Oxford University Press, 1939. 

^K. E. Boulding, Tl^e Economics of Peace, New York: Prentice-Hall, Inc., 
1945. 

^®The assumption made here is that there is no shift in the demand for labor 
until there is an anticipated increase in sales receipts. 
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portionately less tlian the decrease in prices.^^ In other words, if 
people are willing to hold smaller cash balances as prices and 
tlieir incomes are reduced, and if tire monetary supply does not 
contract, an expansion in employment may result from a reduction 
in wages. The same end might be achieved, however, if wages 
were not reduced and money was injected into the system so that 
money demands for goods and services were increased. 

Monopoly elements probably have been overrated as factors 
responsible for drastic reductions in production and employment. 
There is little evidence that price or wage reductions would have 
helped very much in increasing employment dmring most depres- 
sions in the United States. This is largely because the money 
supply was sharply reduced, and the uncertainty about future 
prices discouraged spending. In fact, one might argue that 
much of what appears to be restrictionist activity may stem from 
attempts to take out insurance against depression. 

Monopoly elements may encourage inflation. This discus- 
sion should not be interpreted as a claim that monopoly does 
not interfere with full employment. Monopoly elements may 
present important blocks to achieving full employment without 
marked price rises. There is danger that, if there are important 
monopoly elements in the economy, the strong market situation 
which can be stimulated by monetary-fiscal policy may bring in- 
flation instead of full employment. 

Imagine tliat tliere are in the United States 6 million unem- 
ployed workers who are eager to work at existing money wages 
and have skills comparable to employed workers, but who cannot 
find emplojment. The government begins injecting money into 
the economy in an effort to strengthen markets. As a result of 
the government’s action, people sperid more money for goods and 
services. Goods disappear more rapidly from the marTcet. Em- 
ployment starts ^o pick up. 

With this increase in the strength of markets, sellers have a 
choice. They may sell about the same amoimts as before, but at 
higher prices, or tliey may sell larger amounts at about the same 
prices. If they choose the latter alternative, it is likely that 

^'Even thougli reducing money wages does not shift downward the real de- 
mand curve for the product, there may be no increase in employment in cases 
where the demand curv^e is ^Tanked." This ‘Idnked” demand schedule is one 
possible oligopolistic behavior pattern. Refer to Oscar Lange, Price Flexibility 
and Employment. 
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fairly full employment can be reached without a marked increase 
in prices. However, if prices and wages are ad\’anced about as 
much as markets are strengthened, the increase in employment 
may be choked before it matures into full emplo\ment. Then 
the government’s action will bring only higher prices. 

As we indicated in Chapter III, it is assumed that maintaining 
total money expenditure for the economy as a whole — at an 
amount which would purchase all of the goods and services pro- 
duced under conditions of full production — ^wili keep imemploy- 
ment relatively low. The level of money expenditure needed to 
purchase the full-employment production depends, obviously, 
upon the level of prices. If prices increase, either the level of 
money expenditure must be increased or there must be unem- 
ployment. 

The danger of getting full employment only if inflation accom- 
panies it or of getting inflation instead of full employment must 
be mef largely by techniques other than monetary-fiscal policy. 
Fiscal measures might include large excess-profits taxes to dis- 
courage price increases,^® but excess-profits taxes may have unde- 
sirable effects upon private investment.^^ Other measures might 
include governmentally established rules for price and wage in- 
creases,^® or perhaps even the establishment of price and wage 
ceilings by government. It may be necessary to utilize tech- 
niques which disperse economic power and thereby introduce a 
greater degree of competition into the economic system. Such 
measures as redefinition and vigorous prosecution of antitrust 
regulations, and legislation establishing more open membership 
in labor tmions would be steps in this direction. 

Techniques to assure that monetary-fiscal action will not bring 
inflation instead of full employment are of major importance. 
Much study needs to be devoted to them. All that has been 
attempted here is to present the problem — ^not t^ propose a solu- 
tion to it. 

See, for example, Benjamin Higgins, "Postwar Tax Policy,’’ Canadian Journal 
of lEconomics ana Political Science^ Vol. 9, No. 3 (August, 1943), pages 408-28. 

^ Refer to Chapter XV, 

^See, for example, A. Hart’s essay in The Winning Plans in the Pabst Fost-‘ 
wa^ Employment Awards, 



CHAPTER V 


EXTRA-BUDGETARY POLICIES IN RELATION 
TO BUDGETARY POLICY 

W E HAVE already pointed out that the Federal government 
could conduct its money-spending and money-coUecting 
activities to encourage a high-total money expenditure upon 
the goods and services of the economy as a whole. Continued 
strong markets for goods and services constitute one of the con- 
ditions needed for full employment — ^unless government is to 
expand its role as employer through counter-depression measures. 
Government collection and expenditure of money also could be 
conducted in a way which would discourage inflation. How- 
ever, monetary-fiscal measures cannot effectively fight inflation 
and xmemplo5mient at the same time. If inflation and unemploy- 
ment threaten simultaneously, other measmres — price fixing or 
direct government employment, for example — ^may have to sup- 
plement monetary-fiscal policy. 

Most of the government’s money-coUectiag and spending is 
conducted within the framework of the government budget. 
But other money-collecting and spending activities of govern- 
ment are carried on outside of the budget. In this book, we are 
primarily interested in actions which take place inside the budget. 
Nevertheless, it is advisable to examine further the activities out- 
side the budget. Such activities — ^purchases and sales of some 
government securities through the Federal Reserve Banks, pur- 
chases and sales of commodities and management of the supply 
of bank credit through management of the banking system — also 
may have important effects upon total money expenditures for 
goods and services. 

Until recent years, these operations outside of the budget gen- 
erally have been looked upon as the proper way for the govern- 
ment to influence the quantity of money directly or through the 
central bank. (The Federal Reserve System acts as an approxi- 
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mation to a central bank in the United States.) The purchase 
and sale of a commodity — ;gold — ^has been employed to increase 
or dimmish the quantity of money in countries with monetary 
structures erected on the gold standard. Sale of government se- 
curities to individuals and businesses was emploved in many 
countries to help combat inflation dmring the last war. Many 
central banks, including omr own, have utilized the buying and 
seUing of securities to encourage expansion or contraction in 
bank loans and deposits. 

In trying to achieve the objective of full production and em- 
ployment or in trying to combat inflation, it may be that the gov- 
ermnent should rely upon extra-budgetary policies — that addi- 
tions of money to the economic system or withdrawals of money 
from the system should be accomplished by activities outside the 
budget. In this chapter we will analyze the potential effective- 
ness of extra-budgetary activities as the principal means for en- 
couraging full employment. 

Open-Market Operations in Securities 

When the government purchases securities from other eco- 
nomic xmits, it exchanges money for these securities. If the 
money used by the government to pay for these securities is taken 
from governmental cash balances otherwise unused, or if it is 
newly created money, the total money available for other eco- 
nomic units is increased. The purchase of secmities is one way 
for the government to inject money into the economic system. 
Sales of securities by the government provide a way for the gov- 
ernment to drain money out of the economic system. 

As long as there is a considerable volume of outstanding debt 
held by individuals — and there is reason to believe that there 
will be for some time — ^purchases of Federal securities could be 
employed as an antideflationary device. Sales of new securities 
could be used as an anti-inflationary technique. Relative prices 
for commodities would be affected by security purchases and 
sales only to the extent that alterations in the rate of interest 
exert an impact upon these prices. 

Limitations of open-market operations in securities. The limita- 
tions of this technique are partially limitations of any procedure 
which tries to stimulate or retard aggregate money expenditure 
by acting upon the composition of the assets held by economic 
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units. Increasing or decreasing an economic xmit’s cash balance 
by a gi\'en amount does not mean that the expenditure of that 
uni t for goods and services will be increased — particularly since 
the change in cash balances will be offset by an opposite change 
in securities holdings. Many of the economic units — ^banks, in- 
surance companies, and some industrial corporations — ^which 
would purchase or sell th*e bulk of the securities are units which 
are hkely to merely substitute securities for money (or vice 
versa) in their portfolios of assets. Their expenditures for goods 
and services might remain unchanged. The impacts upon pro- 
duction and employment or upon prices in the rest of the econ- 
omy might be negligible. 

A further limitation in using purchases and sales of govern- 
ment securities as a teclmique for injecting or withdrawing 
money may arise from the effects which such activities have upon 
interest rates. When the government sold securities, the prices 
of these securities probably would fall and the interest rate 
would rise. When the government purchased securities, the 
prices of these securities probably would rise and the interest 
rate would fall. 

The function which the interest rate performs in the economy 
is not clearly understood. In periods of relatively high employ- 
ment it may be an important determinant of that portion of the 
total product of the economy currently consumed. In other 
periods it may determine only the degree of substitution of se- 
curities for money. Interest rates may vary considerably with- 
out markedly influencing businessmen’s decisions to expand or 
contract their enterprises.^ 

Although interest rates may not be important to businessmen, 
they may be rather important to banks. Increased interest rates 
would tend to restrict bank credit expansion. But increases in 
interest rates would also tend to reduce the value of fixed-interest 
securities. The value of fixed-interest securities is important to 
banks because a large proportion (nearly three-fourths) of total 
bank loans and investments consists of government securities. 
In a period during which government issuance and sale of se- 
curities might help curb inflation, rates of interest on these se- 
curities probably would have to be increased in order to get 
individuals and businesses to part with some of their money and 

^ Note the references in Chapter IV, page 76, footnote 10. 



EXTRA-BUDGETARY POLICIES S3 

to hold more securities. Given the relatively large bank holdings 
of government securities, increasing interest rates might be a 
rather unpopular move.^ 

Fiscal operations may affect interest rates. With any given 
amount of securities available for economic units to hold, in- 
creasing or reducing the money supply by tecliniques other than 
government purchase or sale of securities would also influence 
securities prices. Increasing the money supply tends to increase 
the price of securities and reduce interest rates. Draining money 
away from the economy tends to reduce the prices of securities and 
increase interest rates. When the money supply is changed 
through government operations' in securities, the effect upon the 
interest rate is double-edged. Government sales of securities 
increase interest rates by adding to the supplies of securities and 
subtracting from stocks of money. Government purchases of 
securities reduce interest rates by adding to stocks of money and 
diminishing stocks of securities.^ 

If government purchases of securities were to be used to stimu- 
late a sizable increase in private spending for goods and serv- 
ices, the scale of these purchases might have to be very large. 
The resulting reduction in interest rates might be greater than is 
generally considered desirable. Or, government sales of securities 
on a scale sufficient to withdraw enough money to prevent in- 

^The extent to which banks are made worse ofiF as a result of increases in in- 
terest rates depends primarily upon the maturity dates of the securities they hold. 
If these securities are of short term, as are the securities held by most banks, in- 
creases in interest rates would permit banks to reinvest soon the proceeds of ma- 
turing issues and get higher returns. The reduction in prices of securities cur- 
rently held would be small. For exarbple, increasing the interest rate from 2 to 
4 per cent would reduce by only 2 per cent the sale value of a security maturing 
in one year. Refer to Paul A. Samuelson, ‘The Effect of Interest Rate Increases 
on the Banking System,” American Economic Review, XXXV, 1:16-27 {March, 
1945). 

® If operations with commercial banks are included ( as they really must be in 
a situation where these institutions hold about half the national debt), then 
the above statements are inadequate. For 'instance, if there is government 
sale of new securities to the banking system as well as to other purchasers, there 
will be an addition to tlie money supply by banks as well as a reduction in the 
supply due to purchases by nonbanfeing tinits. Government 'sale of existing se- 
'curities held by some Federal agency, such as the Federal Reserve Banks, will 
indeed “mop up” claims to money held both by bank and nonbank groups. 
Conversely, government purchase of securities outstanding will increase claims 
to money (typically, bank deposits) of nonbaiddng ^oups and will improve the 
reserve position of the banks themselves. Effects of open market operations in 
outstanding securities by central banks on the liquid position of bank depositor.*; 
and banks are a familiar part of modem banking theory. 
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flation misht at the same time raise interest rates above the 
levels desired by policy makers. In fact, while government is 
incurring a budget deficit or adding to the money supply by 
otlier techniques, it may be desirable for government agencies 
to sell securities to keep the interest rate from falling below a 
given level. Or, while government agencies are reducing the 
money supply by other teclmiques, it might also buy securities 
m order to keep the interest rate from rising too much. 


Banking Policy 

During the first quarter of this century, many economists 
thought that by controlling the expansion and contraction of bank 
deposit credit through the operations of central banks it would 
be possible to control, within fairly narrow limits, either inflation- 
ary or deflationary movements. Central bank policy was the 
center of discussion in monetary circles. 

It is not difficult to see reasons for the concern with banking 
policy. Demand deposits subject to check are the largest single 
element of what we call “money” in our economy. On June 30, 
1940 adjusted demand deposits of all United States banks totaled 
about 32 billion dollars, while the total amount of currency ( coins 
and folding money) outside of the banks was approximately 7 
billion. On June 30, 1946 adjusted-demand deposits of all 
United States banks aggregated nearly 83 bilHon dollars, while 
currency outside of the banks totaled about 27 billion.^ 

Our bankmg system operates on a fractional reserve basis. 
Since there are no requirements that banks lend up to the point 
where they always have no excess reserves, the controls that the 
Federal Reserve System has had over the bankmg system have 
been primarily limitations upon the expansion of bank deposits. 
While the Federal Reserve System could — through open-market 
operations, changes in reserve requirements, rediscount rates, 
and other powers familiar to all students of money and banking 
— encourage banks to lend, it could not force them to lend. The 
result has been marked expansions and contractions in the quan- 
tity of deposit credit extended by banks. For the most part, 

* These data are from the Federal Reserm BuEetin, February, 1947. For 
further data on changes in bank deposits and currency during this period, see 
Chapter 11. 
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these expansions and contractions have accentuated inflation and 
depression.® 

The experience of the United States and of many European 
countries during the late twenties and the thirties has led most 
economists to abandon the position that inflationary and defla- 
tionary movements can be controlled, to any important extent, by 
banking policy alone. Suggestions have been made for strength- 
ening controls over the banking system — the 100 per cent reserve 
proposal, for example. Requiring banks to hold one dollar of 
reserves for each dollar of deposits reduces the extent to w'hich 
banks can expand and contract the money supply. It will not, 
however, ehminate, or perhaps even reduce, variations in the will- 
ingness to hold money, nor will it provide means for injecting 
money into, or withdrawing money from, the economic system. 
Changes in the money supply would have to be brought about 
outside of the banking system. 

Banking policy has not been considered recently as an impor- 
tant tool in fighting depression. Furthermore, as we have sug- 
gested previously, banking policy may have been rendered in- 
effective in checking inflation in the United States because of the 
heavy bank holdings of government securities. 

Operations in the Commodities Market 

Government operations in the commodities market (principally 
gold) have not been used frequently in recent years compared to 
open-market operations in securities and banking policy as a 
means for altering the quantity of money. Nevertheless, gov- 
ernment purchases and sales of commodities (in general) could 
be employed to inject money into, or withdraw money from, the 
economic system. 

In the unrestricted gold standard which characterized the 
monetary systems of many countries prior to 1914, the purchase 
and sale of one commodity — gold— -was widely used. When in- 
dividuals sold gold to the treasury, the quantity of money was ex- 
panded; when indmduals bought gold from the treasury, the 
quantity of money was contracted. The degree of expansion or 
contraction in the money supply depended upon the extent to 
which other elements of money were pyramided upon gold. 

® Earlier reference to ilie tendency of bank money to expand and contract in 
periods of inflation and deflation was made in Chapter IIL 
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The monetary effects of operations in a single commodity are 
not unlike those of operations in many commodities. When the 
government buys any good or service from other economic units, 
it exchanges money for this good or service. If the money used 
by the government to pay for goods and services reduces the 
government s cash balance or is newly created money, there is 
a net addition to the total money available for other economic 
units. Similarly, when the government sells goods or services to 
other economic units, it exchanges these goods or services for 
money. If it uses this money to build up its holdings of cash, 
there is a net decrease in the money available for other economic 
units. 

Advantages of commodity sales and purchases. As a technique 
for altering the money supply, government purchase and sale 
of commodities has several advantages. 

First of all, such operations minimize the area of foresight and 
administrative discretion. The rules guiding buying and selling 
operations can be relatively simple. These rules consist only of 
the prices established by government for the commodities and 
the stipulation that the government must buy or sell at these 
prices. No administrative decisions as to when to buy or sell or 
how much to buy or sell need be made. The initiative for buy- 
ing or for selling rests with economic imits other than govern- 
ment. So far as government is concerned, these operations can 
be almost wholly automatic. Under the automatic gold standard 
the government specified a price at which it would buy or sell 
gold and stood ready to buy or sell upon the initiative of other 
economic units. 

Second, the technique can be double-edged. It can operate 
upon money supplies and upon commodity supplies. If the 
government buys goods, more money will be made available for 
other economic units. At the same time, however, commodities 
will be taken off the market. Sellers have an additional demand 
for their goods. If the government sells goods, money can be 
drained out of the economy. At the same time more goods are 
made available for other economic units. Buyers have an addi- 
tional source of supply. 

Disadvantages of commodity purchases and sales. Reduction 
in the area of foresight and administrative discretion together 
with the double-edged effect upon both the supply of money and 
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the supply of goods provided by government operations in com- 
modities, makes this tool appear useful in combating either in- 
flation or depression. However, there may be important limita- 
tions to the effectiveness of a government policy of purchasing 
and selling commodities to encourage full employmrent or dis- 
courage inflation. 

Operations in the commodities market affect the composition 
of the assets rather than the net worth of the individuals or busi- 
nesses from whom commodities are bought or to whom com- 
modities are sold. The liquidity position of these tmits is altered. 
The individuals or businesses have more or less money and less or 
more commodities. Such operations can have the same effects 
upon cash balances as transactions on income account, but the 
resulting changes in private expenditures for goods and services 
are likely to be smaller per unit of change in cash balances. For 
example, the increase in total expenditure brought about by the 
addition of a billion dollars to tibe money supply, through fiscal 
means, might be achieved only by a 5 biUion dollar expenditure 
on commodities. 

Furthermore, it may be difficult to inaugurate such a program 
and to continue it in periods of substantial inflationary pressure. 
A government cannot sell commodities in an attempt to avoid 
inflation unless it has commodities to sell. Just as a coxmtry 
may be forced to abandon the gold standard if its treasmy runs 
out of gold, a country cannot maintain the commodity standard 
imless its government has a stock of commodities. Unless there 
are strong deflationary tendencies at work in the economy, a 
government would have difficulty in inaugurating the commodity 
standard without bringing about an undesirably large increase in 
the general level of prices. 

One of the costs of using commodity purchases and sales to 
alter the money supply is the additional resources needed to store 
any increased commodity stocks required for such operations. 
Commodity stocks held by the government might include stocks 
which otherwise would be held by other economic units. Some 
of the government’s stocks, however, would be an addition to 
stocks otherwise required. The cost of storing these additional 
stocks must be charged to the government’s buying and selling 
operations. 

Another important potential danger of employing government 
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purchases and sales to alter the money supply lies in the oppor- 
tunity for commodity interest groups to use the program to im- 
prove their relative incomes. There is danger that the program 
mav be used to stabilize relative prices — to stabilize for example, 
the price of wheat or the price of steel. The resulting effects 
upon resource allocation are likely to be unfavorable.' This 
danger can be minimized, however, by stabilizing the price of a 
commodity aggregate rather than the prices of individual com- 
modities. 

The commodity reserve proposal. An attempt to incorporate 
into governmental policy the advantages of buying and selling 
operations in commodities and, at the same time, to minimize the 
disadvantages of such operations is exemplified in the commodity 
reserve proposal.® Under this scheme, the government would 
stand ready to buy and sell a '‘bimdle” of commodities at a fixed 
price for this aggregate of commodities. Only the price of the 
bundle would be stabilized. Relative prices of commodities 
making up the bundle would be free to vary. Stocks of com- 
modities would form a currency reserve — the currency actually 
would be convertible into ‘Ijimdles” of commodities.'^ The gov- 
ernment’s buying and selling operations would be continuous and 
automatic; the initiative to buy or sell would rest with economic 
units other than government. 

This proposal has the advantage of acting upon both money 
suppHes and supplies of goods. Fm'thermore, it lacks the disad- 
vantages of stabilizing relative prices. It has, however, the other 
disadvantages of government buying and selling operations in 
commodities; the difficulty of inaugurating selling operations, 
and the costs of storage. In addition, there is likely to be dis- 
crimination between the treatments accorded to domestic and 
foreign traders. There is no assurance that imported units of 

® Probably the best known version of this proposal is that expounded by Ben- 
jamin Graham, See Benjamin Graham, World Commodities and World Currency, 
New York: McGraw-Hill Book Co., Inc., 1945, and Storage and Stability, New 
Yorlc: McGraw-Hill Book Co,, Inc., 1987. See also Frank Graham, ''Achilles" 
Heel in Monetary Standards,” American Economic Review, 30:1 (Part I) (March, 
1940), pages 16-32; "Primary Functions of Money and Their Consummation in 
Monetary Policy,” American Economic Review, 30:1 (Part 11) (March, 1940), 
pages 1-17; and "Reserve Money and the 100 Per Cent Proposal,” American 
Economic Review, 26:3, pages 428-40. 

■^The government could purchase and sell warehouse receipts. A "bundle” 
might be a 1,000 dollar unit made up of storage receipts of designated commodi- 
ties. Refer to Benjamin Graham, Storage and Stability, 
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goods included in the bundle would be bought by government 
or that sales o£ goods would be permitted for export. 

Monetary Policy Alone Not Sufficient 

Although it might be possible for the Federal government to 
alter the money supply by means of its purchases and sales of 
commodities and government securities, there are a number of 
rather serious shortcomings to such operations as the major tech- 
niques for controlling inflation or deflation. The most serious 
limitations of operations in either commodities or securities lie in 
tire fact that such operations alter only the composition of assets 
held by the economic units making exchanges with the govern- 
ment. Changing the liquidity position of an individual or a busi- 
ness without changing the net worth of tliat economic unit may 
have only small impacts upon its expenditure for goods and 
services. 

In the futmre, control of inflation by open-market operations 
in securities or commodities may be impossible to achieve. Gov- 
ernment has no sizable commodity stocks to sell. And the money 
supply probably could not be reduced by selling securities unless 
the rate of interest could be increased. A rise in interest rates 
might prove poUtically unacceptable.® 

Added to these difficulties are the costs of commodity opera- 
tions and the danger that a commodity program might be cap- 
tured by special interest groups. The result would be a greater 
misallocation of resources than need occur if other techniques 
were used. 

These limitations appear to be important enough to make it 
improbable that governmental operations in the securities and 
commodities markets could, in themselves, maintain stability in 
the aggregate money expenditme of the economy. This does 
not mean that such techniques should not be used. But it does 
indicate the desirability for examining further the budgetary 
activities of the Federal government as a means for encouraging 
greater stabihty in aggregate money expenditure. 

'Considerable rigidity in interest rates has been assumed to be a polifeal 
necessity because of the large bank holdings of government securities. The 
creation of special issues for 'hanks together with die establishment - of require- 
ments for miniTTnun holdings of these securities could divorce the value of these 
issues from movements in interest rates on the securities. Refer to Chapter XXII. 



90 PUBLIC FINANCE AND FULL EMPLOYMENT 


The Need for Coordinating Budgetary and Extra-Budgetary 

Policies 

Although we are not certain about their strength, it appears 
unlikely that policies outside the budget could adequately coun- 
ter inflationary or deflationary movements in the economy alone. 
Nevertiieless, it is desirable that budgetary and extra-budgetary 
activities be coordinated so that they are at least pulling in the 
same direction, if public policies related to governmental collec- 
tion and spending of money are to make their maximum contribu- 
tion toward controlling inflation and minimizing depression. 
Both kinds of activities affect the total money expenditure within 
the economy. 

If, for example, it is Federal policy to accumulate a budgetary 
surplus in order to drain off spending power and prevent inflation, 
but banks are expanding deposit credit, the two kinds of activities 
are working against each other. If it is Federal policy to check 
deflation through injecting money by means of a budgetary 
deficit, this activity may be relatively xmsuccessful if the banks 
are contracting their loans and deposits. 

Separated budgetary and extra-budgetary powers. Under our 
Constitution many of the powers which relate to the raising and 
spending of money and the issuance and retirement of money 
rest ultimately with the Federal government. Some of these 
powers have been placed by Congress in the hands of agencies 
which are, in a sense, outside of die government. Government 
departments, particularly the Treasury, administer the money- 
raising and money-spending activities of the Federal government. 
But the Federal Reserve System exercises the powers, feeble 
though they may be, that are available to control the banking 
system. 

All control over the money supply is not in the hands of the 
banking system. The Federal government has retained, and 
exercised from time to time, contrbl over money. In 1934 it in- 
creased the price of gold and stimulated a vast i nfl ow of this 
commodify from abroad. In the same year, it eiqianded its pur- 
chases of silver and the issuance of silver certificates. The opera- 
tions of the Federal Reserve System are, within limits, not entirely 
independent of the Federal government. The laws authorizing' 
the System are Federal laws; upper and lower limits of reserve 
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requirements for member banks of the Federal Reser% e System 
are stipulated by Congress in the Banking Act of 1936, though 
the Board of Governors may alter requirements within these 
limits. 

Coordination needed among monetary and fiscal authorities. 
Various activities which influence the money supply need to be 
coordinated, if monetary-fiscal policies are to make their maxi- 
mum contribution toward maintenance of full employment. 
Consistency in the policies of the various agencies would give 
greater assurance that our monetary-fiscal policies in the future 
would be administered toward the same objective.® 

Suppose, for example, that activities directed toward checking 
deflationary forces were in order. It might be desirable simul- 
taneously to lower banks’ reserve requirements, purchase secu- 
rities in the open market, and let government expenditures exceed 
government receipts. The resulting budgetary deficit might be 
feanced through currency issues which would soon filter back to 
the banks and add to bank reserves. Increased banks’ reserve 
requirements might be in order. If “monetization” of some of 
the government debt held by the banks was desirable in order to 
reduce interest charges, it corJd be accompanied by higher bank 
reserve requirements. 

Coordination of monetary-fiscal tools may involve greater 
centralization of power over monetary-fiscal matters within the 
Federal government. Additional powers could be granted to 
the Board of Governors of the Federal Reserve System or to 
the Treasury. Of these choices, granting additional powers 
to the Treasury appears to be most feasible; with the Treasury 
rest the ultimate powers, delegated by the Constitution, over our 
monetary system. The Federal Reserve System could retain im- 
portant administrative functions such as, supervision of the clear- 
ing systems; it could be made the sole national agency responsible 
for bank examination. Its monetary and banking policies would, 
however, be determined by the Treasury. Such a change, of 
course, could be made only with the consent of Congress. 

*An increased amount of coordination between Federal, state and local fiscal 
policies is also desirable. Means for achieving such coordination will be dis- 
cussed in the final section of this book, ' 
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ALTERNATIVE FISCAL POLICIES 
AND FULL EMPLOYMENT 

I N PREVIOUS chapters we have pointed out that govern- 
mental fiscal activities could be directed toward strengthen- 
ing markets for goods and services or toward combating inflation. 
It has also been indicated that monetary activities outside the 
budget might be utilized to help reduce fluctuations in money 
expenditure for goods ^ and services. However, the conditioiis 
likely to prevail during the next decade or longer may make 
monetary policy inadequate as the sole instrument for encourag- 
ing high production and employment or for discouraging infla- 
tion. 

Governmental fiscal activities may stimulate or retard aggregate 
money expenditure for goods and services by (1) altering the 
total amount of disposable income in the private economy or (2) 
redistributing income among the various economic units. In- 
creasing the total amount of disposable income as a means for 
strengthening markets can be accomplished by the government 
incurrmg a budgetary deficit and financing it from new money 
which it has issued or which has been created by, and borrowed 
from, the banks. Siphoning money out of the economic system in 
order to dimmish aggregate money expenditure for goods and 
services, can be accompHshed by the government accumulating 
a budgetary surplus.^ Redistribution of income occurs when 
government taxes some economic units and transfers this spend- 
ing power to other units. Such transfers may alter the proportion 
of total disposable income which is spent on goods and services. 
Thus, there are a number of methods which government may 

^ Money can also be siphoned ont of the system by government sale of securities 
to nonbanidng buyers. It has been recognized earlier that government may also 
be able to affect the supply o£ money indirectly through the effects of the opera- 
tions of the central bank (Federal Reserve Banks) in ihe securities market. This, 
however, may be classed as a monetary rather than fiscal device. Refer to 
Chapter V. 


m 
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employ to stimulate or retard markets* It may keep its budget 
balanced, increasing or reducing both its expenditures and its tax 
receipts. It may incur budget deficits or accumulate budget sur- 
pluses. However, there are also alternative ways of bringing 
about these deficits or surpluses: Expenditures may be held rela- 
tively constant while tax collections are diminished to counter 
depression or increased to discourage inflation; or tax collections 
may be kept relatively constant while expenditures are increased 
to discomage depression or decreased to choke off inflation* 

Fiscal Action Within a Balanced Budget 

This method has received considerable professional attention 
dining recent years, but it receives little professional support 
Most of those who beheve in a balanced budget do not favor 
fiscal action to counter unemployment, and most of those who 
favor fiscal action to counter unemplo)TnQent do not favor a 
balanced budget. Consequently, this discussion should not be 
considered as one dealing with a serious policy proposal but 
rather a description of a technique which could be employed. 

Some people prefer to have the Federal budget always bal- 
anced. This preference appears to be largely the result of draw- 
ing an erroneous analogy between the budget of an individual 
and the budget of the Federal government. As we have indi- 
cated before, the Federal government has means for securing 
money which are not available to private units. Government 
can always obtain money by printing it or by having the banks 
issue deposit credit and lend it to government. In fact, securing 
funds by taxation is desirable primarily to prevent inflation.^ 
Perhaps fear of abuse of the money-issuing privilege and the con- 
sequent inflation is responsible for some of the preferences for a 
balanced Federal budget. 

Fiscal policies restricted by a balanced budget are not likely to 
be very effective in combating strong inflationary or deflationary 
tendencies. On the one hand, if government hires the unem- 

yit is recognized that “taxes for revenue” will continue to dominate state-local 
tax policies and that the apprc>:kimately 155,000 state-local taxing units can 
scarcely be expected to mold their fiscal policies on a national pattern. Prob- 
ably the most that can be expected is that they do not adopt policies to obstruct 
national policy. Obstructionist poHcies could modify, but scarcely cancel out, 
the effects of a national fiscal poMcy under the existing pattern of total public ex- 
penditures, where Federal expenditures are two to three tunes the total state-local 
' spending. A more detailed discussion o£ this problem is given in Chapter XI. 
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ployed rather than devote full effort to encouraging employment 
in tlie pri\'ate econom)^ misallocation of resources may result. In 
the past, important restrictions have been placed upon the areas 
in which government could produce, since government competi- 
tion with private enterprise was considered undesirable. Too 
few resources may be employed in the restricted areas. On the 
other hand, the extent to which transfers can be made is (and 
should be) limited by considerations other than the encourage- 
ment of full production and employment or discouragement of 
inflation. For example, the kind of income distribution sanc- 
tioned by social policy or the socially desired scale ofi operations 
involving government as producer and employer will restrict the 
kinds and sizes of transfers. 

We believe that these limitations are serious and that the 
restriction of a balanced budget does not offer great possibilities 
for promoting full employment without unduly interfering with 
the achievement of other objectives, particularly optimum re- 
source allocation. Nevertheless, the writers will analyze briefly 
the effects of operations within the framework of a balanced 
budget. 

A balanced budget: government hires the unemployed.® Imag- 
ine that there is in the economy a considerable number of unem- 
ployed workers — ^people who are willing to work at current wages, 
but for whom jobs are not available. Assume further that every 
consumer, regardless of the size of his income, spends the same 
percentage of his additional income for goods and services. The 
government’s budget is balanced and Congress will authorize no 
expenditure that is. not financed from current tax receipts. 

A tax is levied upon current incomes. The proceeds of this 
tax are used to hire the unemployed workers. Since the dispos- 
able incomes (incomes after taxes) of those taxed have fallen, 
their expenditures for goods and services will fall. But this 
decline will be exactly counterbalanced by an increase in the 
expenditures of those formerly unemployed. Their incomes have 
been increased. Total expenditures on consumption goods are 
unchanged, so there is no reason to expect a fall in employment 

®See Trygve Haavelmo, ‘‘Multiplier EfEects of a Balanced Budget," Econo- 
metrica, 13:4 (October, 1945), pages 311-318, and the comments and replies 
ixK Econometrica^ 14:1 (April, 1946). 
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in the industries producing these goods." But^ the gross national 
product has been augmented from the goods and services pro- 
duced by the workers hired by government. If the pavmeiits 
made to these workers represent the value of the goods and 
services they have produced, the national product is increased by 
an amount equal to the tax, and some of the unemployed workers 
have been put to work. 

The principal objection to this procedure is the large size of 
the budget which would be required if there were substantial 
deflationary tendencies to combat. This would increase the im- 
portance of the role played by government as producer and 
employer. Such a procedure would also require considerable 
flexibility in government expenditure. 

For example, in order to raise the gross national product by 30 
billion dollars, under the assumptions made in the previous ex- 
ample, a 30-billion-doUar increase in government revenues and 
expenditures would be required. Government would be making 
serious inroads upon private enterprise, or might be relegated to 
producing goods and services low on the scale of consumer pref- 
erence. Uncertainty about the extent of public fiscal activities — 
the level of taxes as well as potential government competition 
with business — ^might discourage employment in the private econ- 
omy. However, this does not mean that some standards for 
determining various kinds of government expenditure could not 
be maintained. Some of the difficulties of large variations in 
public expenditures are discussed later in this chapter. 

A balanced budget: government redistributes income. Em- 
pirical studies indicate that the percentage of income spent by a 
consuming unit for consumption goods decreases as that uniFs 
income increases.^ Thus, total money expenditure for goods and 
services might be increased by shifting income from high-income 
receivers to low-income receivers. The decrease in the expendi- 
ture of the high-income earner would be more than offset by the 
increase in expenditure of the low-income receiver. Or, total 
money expenditure for goods and services might be decreased if 


*It is assumed that factor supplies will not be altered as a result of the in- 
creased taxation 

^ See, for example, PuTtiily ExpBYiditUTCs in the XJ. S., ISSS-^S^ Stotistted 7chl&s 
and Appendixes, National Resources Planning Board. 
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income were shifted from low-income earners to high-income 
earners. Within the framework of a balanced budget, expendi- 
tures for goods and services could be augmented or diminished 
by such transfers of income, and government’s role as producer 
and employer would be unchanged. 

An important objection to this procedure is the way in which it 
ties income distribution to employment policy. The nature of 
the distribution of personal incomes is made dependent upon 
whether the government is fighting inflation or depression. In 
periods of inflation, a more unequal distribution than is desired 
on other grounds could easily result. In periods of depression, 
a more equal distribution of income than is generally considered 
desirable might be the outcome. 

As we have indicated, encouraging or deterring markets can 
be accomplished within a wide variety of relative income distri- 
butions. The kind of income distribution resulting from various 
social policies conceptually need not be influenced by the poten- 
tial effects of various distributions upon employment. Income 
distribution and full employment can be treated as separate ob- 
jectives of economic policy. 

Fiscal Action With Budget Deficits and Surpluses 

If the government is not restricted to fiscal action within a 
balanced budget, it need not vary its role as producer and em- 
ployer in order to combat depression or inflation. Also, income 
distribution need not be dependent upon employment policy. 
However, many of the fiscal measures suggested as antidotes to 
depression combine changes in the money supply with alterations 
in the scale of governmental employment and with income redis- 
tribution. 

For example, increasing government e3q)enditures and expand- 
ing government employment can be financed by incurring a 
budget deficit and expanding the money supply.® Or diminish- 
ing government expenditure and reducing government employ- 
ment can result in the accumulation of a budget surplus and a 
reduction in the money supply. 


®The expansion in the money supply would occur if the government filled the 
gap from money which it printed or which was issued me banks and loaned 
to goA^emment. 
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and contraction from year' to year, as offsets to inflation or defla- 
tion, while others would not. For example, of the total estimated 
expenditures of the Federal government, about one-half is for 
military purposes, about one-fifth is for interest on the national 
debt, and approximately one-foruth for the ordinary expenses of 
government (including legislative, administrative, and judicial 
expenses, pensions, farm benefits, and regular public works ) . 

Interest payments, general administrative, legislative, and 
judicial expenses, and mihtary expenses are commitments that 
probably should not be reduced as offsets to inflation. Increas- 
ing them as an offset to deflation also appears imdesirable. For 
example, the scale of military' expenditure is determined by esti- 
mated military needs. Although the estimates made may not be 
appropriate for years in the future, in general, mihtary needs are 
largely independent of internal inflation or depression. Interest 
payments are dependent upon outstanding Federal debt although 
the debt itself may be expanded or contracted. Administrative, 
legislative, and judicial expenses should be determined on the 
basis of what it takes to perform adequately these functions. 

This means that of the types of expenditure outlined in the 
prospective Federal budget, the types that might be expanded or 
contracted to offset expected infiationary or deflationary move- 
ments include: (1) public works expenditures and (2) grants of 
income, in money or in kind (transfer payments), to individuals. 
In addition, expenditures for debt repayment could be varied. 

Each of these tliree types of expenditure — ^public works, net 
debt repayment, and grants of income — ^may be suited to expan- 
sion or contraction as means of offsetting inflation or deflation. 
The desirabihty of using each must be evaluated in terms of 
economic effects and political acceptabihty. 

■Varying public investment as a tool of fiscal policy. There are 
many economists who argue that public investment should be 
expanded or contracted to offset declines in total money expendi- 
ture for the goods and services of the private economy or to dis- 
courage inflation.’^ They point to the close relationship between 
investment and national income and to the relatively greater 


Few economists would contend that ail of the slack in private demand should 
be countered by public investment. But many have argued that increased public 
investment wilf help to increase private demand as well as take up part of the 
«Iack» 
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stability in consumption expenditure as compared to investment. 
Fm'thermore, they consider expansion in some tx'pes of public 
investment as a politically feasible means for trying to check de- 
pression. 

Some of the people who advocate increasing public investment 
as a poHtically feasible means for checking depression may be 
assigning to investment a greater role in determining the general 
level of economic activity than it actually plays. A close correla- 
tion between high investment and high employment does not 
mean that the former brings the latter. Nevertheless, some kinds 
of public investment could be expanded as a stimulus to employ- 
ment or contracted as a deterrent to inflation. 

Expanding pubhc investment may encourage emplo)'ment in 
two ways. First, the government increases the scale of its em- 
ployment or underwrites private contractors who e.xpand the size 
of their labor force. Second, when public investment is accom- 
panied by monetary expansion, the increase in the incomes of the 
new employees need not be entirely offset by increased taxes on 
other income receivers. A strengthening of markets in the 
private economy may result. There could be assurance of con- 
tinuous full employment via the public investment approach. 
This is a distinct advantage — ^if full employment is the only ob- 
jective. 

Full employment in itself, however, is not the sole objective of 
economic policy. As we have pointed out in Chapter I, other 
goals, including reasonably efficient use of the resources em- 
ployed, are also desired. In the United States one of the 
politically determined conditions imposed upon the attainment 
of full production and employment appears to be that it must be 
achieved within the framework of an enterprise economy. If 
this condition is recognized, the area in which government may 
act as producer and employer is limited in both scale and nature. 

(1) Public investment and resource allocation. Given the 
other objectives of social policy and the framework vvdtliin which 
full employment must be achieved,' expanding public investment 
to take up the slack in employment may not be the most desirable 
means of attaining this end. The public-investment approach 
may result in an allocation of resources which brings forth a 
smaller total product than would be produced if the same re- 
som-ces were fully employed and allocated in accordance with 
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consumers’ preferences.^ There still are undoubtedly many areas 
where public investment would yield a product equal to, or in 
excess of, many private investments which probably will be under- 
taken.^ The nation’s population might be very willing to divert 
additional resources to improving highways and public parks 
further, to constructing hydroelectric plants, airports, and hospi- 
tals, and to conserving (investing in) soil resources. However, 
this area of potential public investment is not imlimited. It is 
easily conceivable that the point might be reached where there 
was an excess of investment in soil resources, parks, or highways. 
The marginal social yields from additions to these capital assets 
might be considerably below the marginal social yields from 
investments in additional textile factories, breweries, or soda 
fountains. If the resources would otherwise be unused, a dozen 
pubhc parks in Paducah or a twelve-lane highway in Nevada is 
probably preferred to nothing at all. But some other approach 
may permit both full employment and a more effective resource 
allocation. 

The government could, of course, invest in the textile factories, 
breweries, and soda fountains which consumers would prefer to 
the public parks in Paducah or the super highway in Nevada. 
This kind of investment, however, is considered as (and undoubt- 
edly would be) competitive with private enterprise. It would 
probably discourage private investment in the fields in which 
there was goveniment investment and necessitate further public 
investment to take up the additional slack in employment. 
Whether private business's fear of government competition is 
real or imaginary is irrelevant.^^ So long as these fears are trans- 
lated into action — failure of private enterprise to produce at levels 
as high as would prevail in the absence of government investment 
— there is a necessity for consistent expansion in the area in which 
government acts as producer and employer. 

® See Chapter I, page 13, footnote 15. 

® See Chapter IX. 

^°The area in which government can expand its investment without bringing 
about reduced private investment is difficult to determine and is probably 
changing through time. For example, TVA probably was expected to reduce 
private investment in electric-power generating facilities. It appears, however, 
that TVA has stimulated additional private investment in power facilities as well 
as in some other fields. 

Policy makers must, of course, distinguish Between businessmen’s words and 
businessmen’s actions. What businessmen do and what they say they will do, in 
response to particular governmental actions, may be quite difiPerent things. 
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Where governmental operation is more efficient than private 
operation, and if there is general agreement that efficiency in this 
field of production is the major objective, or tlrat gON ernmental 
operations in this field would not infringe too much upon ac- 
cepted personal rights such as freedom of speech and of the press, 
governmental investment is desirable. Governmental operation 
may be desirable in some fields such as operation of natural 
monopolies, to prevent private business from exploiting the ag- 
gregate of consumers. But, in such areas, governmental invest- 
ment should be undertaken because it is in the public interest for 
government to produce in these fields, not because it is necessarv 
for the government to find more jobs. This area can be blocked 
out as one in which governmental operation is to be expected. 
We consider governmental operation of the postal system, most 
highways, and some public utilities as desirable. Social policy 
may widen this area to include enterprises now forbidden govern- 
ment. However, in those areas where governmental operation 
is not considered as more efficient or as otherwise in the public 
interest, private producers should be given reasonable assurance 
that as long as they produce efficiently, government will not be 
one of their competitors. Entrance of the government into a 
particular sphere of production simply as a means of providing 
employment does not seem desirable if there are other techniques 
which will maintain full production and emplo)’ment.^” 

(2) Other economic aspects of public investment. Other fac- 
tors may make public investment less desirable than other tech- 
niques which might be used to promote full production and em- 
ployment. One of these is that many potential areas of public 
investment may not lend themselves to the ratlrer abrupt changes 
in scale which may be necessary if public investment is to take up 
the slack in employment. At some times, when private employ- 
ment is increasing, public works projects may have to be aban- 
doned when they are only partially complete in order that labor 
will be available for private industry. Although many of these 
projects could be completed at later dates, some of them may 
tie up a considerable amount of resources from which no services 
will be provided.^® A substantial amount of such hea'^y public 

Refer to CKapter IX. 

^^This is not an important consideration^ of conrse, if the resources so im- 
mobilized would have been involuntarily unemployed. 



102 PUBLIC FINANCE AND FULL EMPLOYMENT 

works seems justified when there are prospects for considerable 
unemployment for a relatively long period of time in the future. 
When tliis condition is not met, governmental investment might 
be largely confined to construction of housing, investments in soil 
and forest conservation, and to other kinds of investments which 
could be completed rapidly, could be completed by private in- 
dustry, or would yield some returns in their unfinished form. 

The importance of flexibility in pubhc investment depends 
primarily upon the rate at which employment in private industry 
changes. If this rate is relatively slow, flexibility in public invest- 
ment is not a major consideration. Total nonagricultural em- 
ployment in the United States decreased by more than 11 milhon 
persons from 1929 to 1933, falling by nearly 3 million in the 6 
months from October, 1929 to March, 1930. From March, 1933 
to October, 1933 more than 3 million people were re-employed by 
private industry.^^ Adding 3 million persons to, or subtracting 
that many from, the labor force employed in public investment 
would necessitate a very flexible public investment program. 

(3) Tentative appraisal. Varying public investment expendi- 
ture as a fiscal tool has the advantage of acting directly upon the 
level of employment. If there are unemployed laborers, they 
can be absorbed by increased public investment. 

Public investment as a technique for oflFsetting deflation and 
inflation has, however, several disadvantages. First of all, if it 
competes ( or businessmen think it competes ) with private invest- 
ment, employment provided by private businesses may be at a 
lower level than it would otherwise be. The scope of the govern- 
ment as employer and producer may have to be almost continu- 
ally expanding. This may be incompatible with the maintenance, 
of an enterprise economy. 

Second, if public investment is compatible with the mainte- 
nance of an enterprise economy, it may be incompatible with 
most efficient resoiuce allocation. There are many forms of pub- 
lic investment not competing with private investment, sanctioned 
by most of our citizens and yielding returns which would justify 
aBocatmg resoiuces to them. However, if public investment is 
to be used as the principal means of combating deflation, these 

“ See Federal Reserve Charts on -Bank Credit, Money, Interest Rates and Busi- 
ness. 
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areas may soon be exploited. Where the alternatives are unused 
resources or public investment, the choice is obvious. But where 
the resources used in public investment could, by other means, be 
used to produce consumers’ goods or private capital assets, public 
investments probably should be justified on grounds other than 
that they provide employment. 

Debt repayment. Another form of expenditure which could be 
increased as a means of combating deflation is repayment of the 
Federal debt. The government could, as a means of injecting 
money into the economy, plan to pay off the debt ahead of its 
maturity schedule. Postwar debt management will be discussed 
in some detail in Chapter XXII. Here, it will be examined only 
as an antideflationary factor. The assumption which will be 
made is this: If additional money needs to be injected into the 
economy, more rapid repayment of the debt will be possible. 

Since the substitution of money for government securities in 
bank portfolios would automatically increase bank reseiwes, mone- 
tary-fiscal authorities would find it desirable to increase the re- 
serve requirements of banks, if and when the threat of deflation 
turned into a threat of inflation. 

In so far as nonbank holdings of government securities are in- 
volved, the creation of new money or use of existing surplus funds 
would be a matter of relative indifference, as far as immediate 
effects are concerned. There would occur an alteration in the 
composition of the assets of nonbank holders of secmities, but no 
alteration in their net worth position. Given a choice between 
use of existing surplus fimds and issue of new money in a debt 
retirement program for nonbanking investors, monetary-fiscal 
authorities might prefer to use accumulated surplus funds for 
various reasons, among them the still lively suspicion of money 
issue, based on past experience with its relatively uncontrolled 
use.^^ 

As suggested above, repayment of its debt ahead of schedule 
by government would alter the composition of sellers’ assets, 
though it would not alter their net worth position. Businesses 
and individuals selling the securities have more cash and less 
securities. Such transactions on capital account are likely to 

^Proposals for money issue in this hook consistently assume its use within a 
specified framework of rules. 
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exert less effect on expenditure for tlie goods and services of the 
private economy than would transactions of similar scale affecting 
the incomes of these individuals and businesses.^^ 

Furthermore, the bulk of the public marketable Federal debt 
is held b}'' banks, insurance companies, and government, or quasi- 
government agencies^" Paying off the debt ahead of schedule 
will principall}" increase the cash holdings of these economic 
units. Although it would only increase the cash holdings of other 
economic units, some increase in expenditure could reasonably 
be expected, even if their capital position only and not their net 
worth position is affected. For units such as banks and insurance 
companies, an improvement in liquidity position is no guarantee 
of increased lending in a time of tlireatened (or actual) deflation. 
The general conclusion is that, as an effective antideflationary 
device, stepping up the debt repayment schedule is likely to be 
relatively ineffective. 

Grants of income to individuals. It has been proposed that the 
government enlarge the scope of its grants of income to indi- 
viduals, expanding them in periods of depression and contracting 
them in periods of inflation.^® Under this procedure, the govern- 
ment would not be expanding its role as a producer and hence 
would not provide increasing competition for private industry. 
Furthermore, individuals would be free to allocate this income as 
they wished. The resulting resource allocation could be deter- 
mined largely by consumers’ preferences.^^ 

These grants could be made in money without restriction as to 
the way in which the money should be allocated, or they could 
be made in kind — in the form of coupons which could be used to 
purchase certain goods or services such as food, medical care, or 

For a more complete discussion of the different effects of expenditures on in- 
come account and on capital account, see Chapter V. 

^'^On September 30, 1946 about three-fourths (75.3 per cent) of tiie public 
marketable Federal debt was held by banks, insurance companies, and United 
States goverament agencies, trust funds, and Federal Reserve Banks. See Table 
36, Chapter XXII. The nonmarketable public debt consists of United States 
savings bonds and Treasury tax and savings notes. About 30 per cent of the 
total Federal debt outstanding on September 30, 1946 was nonmarketable. 

^ See, for example, John H. Q. Pierson, 'The Underwriting of Aggregate Con- 
sumption Spending as a Pillar of Full-Employment Policy,” The American Eco- 
nomic Review^ 44: (No. I, Part I) 21-55 (March, 1944). For political reasons, 
reducing tlie size of grants in periods of inflation probably would be more diflScult 
than increasing the size of grants in periods of deflation. 

^If die grants were made in kind, or were conditional upon their use in a 
specifled manner, this condition might not be completely fulfilled. 
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housing. In periods of inflation, total governmental expenditure 
involved in making these grants would be contracted. 

This technique has many economic ad\ antages o\ er the pubhc- 
investment approach. It does not act directlv upon the le\ el of 
employment — no additional employees are hired by go\ ernment. 
But it is very probable that employment would be stimulated (in 
time of unemployment) if the expenditure involved in such grants 
was increased. 

One of the political objections to such a proposal is very likely 
to be that it provides, or appears to provide, some people with 
“something for noticing.” If there is an increase in expenditure 
for goods and services as a result of increased grants and there is 
no marked increase in the general level of prices, it is very likely 
that production and employment will be stimulated. Conse- 
quentiy, the bulk of the goods and services provided by such 
grants is likely to be the equivalent of the product of resom'ces 
which would have been unemployed, if no steps had been taken 
to counter deflation. An alternative, however, is public invest- 
ment. Many groups might prefer public investment to grants of 
income, even though the resources were allocated less effectively, 
because the government seems “to be getting something for its 
money.” If policy makers achieve a more complete understand- 
ing of the economic system and the way in which it works, this 
objection to grants of income may not be as widely held. 

A further political difficulty may arise in establishing the 
criteria which would determine who should receive grants. Tliis 
difficulty arises primarily because we, as a society, have not 
answered the question “what kind of income distribution should 
we have?” Once this question is answered, grants of income 
could be used to help achieve the desired distribution and could 
be varied to help combat deflation and inflation. Until this 
question is answered, however, opposition to grants of income will 
arise partially because of disagreement over virtually any kind of 
income distribution which this procedure would bring about. 
Those individuals who believe that the income distribution should 
be determined by individuals’ contributions — ^that is, should not 
be modified from that which would prevail if incomes were deter- 

^This may be partially tbe result of ignorance about tbe nature of the income 
distribution as well as differences in opinions as to what the distribution should 
be. Refer to the subsequent chapter on income distribution. 
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mined solely b}’ the given pattern of resource ownership and re- 
source prices — may be expected to oppose grants of income if 
such grants tend to bring about any other income pattern. Other 
indmduals, particularly those in the low-income groups, may 
oppose such grants because they do not consider that they modify 
the income distribution sufficiently. 

Welfare programs and fiscal policy. It has been proposed 
that the Federal government expand the scope of direct assist- 
ance provided to individuals. It is contended that in addition to 
the provision of funds or direct services for education, recreation, 
transportation, unemployment benefits, old-age assistance, and 
the like, tlie Federal government should assure every citizen that, 
regardless of his income, reasonable medical care and adequate 
food will be available to him. A minimum medical or nutritional 
standard and the income at which this minimum should be met 
without governmental assistance might be defined. Individuals 
recehing less than the minimum income would be given addi- 
tional purchasing power to be utilized for purchasing food or 
medical aid. 

This kind of proposal is very likely to be partially evaluated as 
public policy upon nonfiscal grounds. Some persons who believe 
that the distribution of income should be more equahtarian may 
favor such a program. Others who oppose further modification 
of the income distribution may be against such a program. 

Such a proposal, however, has fiscal implications. If adopted 
as part of a food progam it would mean that a floor xmder ex- 
penditure for food would be provided and that the contribution 
which government would make to expenditure for food would rise 
or fall as personal incomes decreased or increased. The level 
of governmental assistance would be automatically increased as 
■unemployment increased and incomes fell. As employment in- 
creased and incomes rose, fewer persons would be eligible for 
governmental assistance and the amount provided to many of 
■those eligible for such assistance would tend to decrease. 

Adoption of such a proposal may result in a less economic al- 
location of resources than would be achieved if grants of money 
were made to consumers. For example, there is danger that the 
minimum expenditure on food may be set at too high a level rela- 
tive to expenditure on other items. Nevertheless, this kind of 
program appears to have a greater probability of being accepted 
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than does a program of xmrestricted grants. It may be that, for 
political reasons, some fiscal policies will have to hang on to the 
coat-tails of such welfare programs. 

Varying Tax Collections 

Another approach by which the Federal government could in- 
ject money into or withdraw money from the economic system in 
order to combat deflation or inflation would be the holding of 
Federal expenditures relatively constant and \^ar}TLng tax collec- 
tions. In order to combat threatening inflation, tax collections 
could be increased. When deflation needed to be combated, tax 
collections could be decreased. Some provisions for tax changes 
can be “built in,” tliat is, tax revenues will be automatically re- 
duced or increased as employment falls or prices rise. However, 
provisions must be made for deliberate changes which can be 
made as unforeseen economic events are unfolded. “Built in” 
and deliberate flexibility are discussed more fully in Chapter VII. 

There are a number of economists who consider varying taxes 
superior to varying Federal expenditures as a means for encourag- 
ing stability in the aggregate money expenditure of the econ- 
omy.^^ They consider it desirable for the government to map 
out its expenditure program on groimds other than those of pro- 
viding employment or stabilizing the money expenditure of the 
economy. The pattern of Federal expenditure would be de- 
signed to provide the pattern of services which the public de- 
fines as desirable for the government to provide. Taxation at 
the Federal level would be necessary only to avoid inflation.-^ 
Otherwise the government could finance its expenditure program 
from money which it issued ( or had the banks issue ) . 

There are a number of advantages to this approach. It avoids 
the inefliciency in resource allocation which may occur as a result 
of using public investment as the balancing itenu^ It does not 
expand the role of government as producer and employer in order 
to combat unemplojhnent. It minimizes the opportunities for 

^See, for example, Kenneth E. Boulding, The Economics of Peace. New 
York: Prentice-Hall, Inc., 1945. This approach is also implicit in Abba P, Lemer, 
The Economics of Controly New York: The Macmillan Company, 1944, and *Tnnc- 
tional Finance and the Federal DebU"^ Social Research (Febramy, 1943), 

^ Flexible taxes as a fiscal tool at the state and locd levels are probably out 
of the question. State and local governments are more inclined to collect enough 
taxes to cover e^enditures. 
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political allocation of resources — a danger inherent in grants of 
income to individuals, particularly if such grants are part of a 
public welfare program. 

With an annual Federal budgetary expenditure of arormd 25 
billion dollars — the prospective future expenditure for purposes 
other than debt repayment — a sizable injection of money could 
be achie\-ed by cutting taxes and leaving people with more of 
their- own money to spend. Continuation of the trend toward 
current collection of Federal income taxes at the source of income, 
would make it practicable for changes in tax rates to be made at 
quarterly intervals. Not only could a tax reduction for the cur- 
rent quarter be announced, but a part of last quarter’s taxes could 
be canceled and immediately refunded. 

Flexible taxes may, however, be rather ineffective in combating 
depression because tax reductions may leave the money with the 
wrong people — ^with those who will be satisfied with increased 
cash balances and will not spend additional amounts for goods 
and services. Whether this is true depends both upon the extent 
of unemployment and the nature of tlie tax structure. A reduc- 
tion in a personal income tax with high exemptions would have 
little effect upon the disposable incomes of low-income groups. 
If a person pays no Federal tax, increases in his expenditure can 
hardly be encouraged by reducing his Federal taxes. 

Tax cuts which left the unemployed with additional disposable 
income probably would be more effective in encouraging em- 
ployment than would reductions in the taxes paid by those whose 
incomes have not fallen. Many of the unemployed are likely to 
pay little or no personal income taxes. Consequently, reductions 
in personal income taxes have little immediate effects on their 
disposable incomes. Furthermore, it might be considered in- 
equitable to reduce the taxes of those who stiU have substantial 
income. “Built-in” flexibffity which pi'ovides for rebating in the 
current periods a portion of taxes paid in a previous period would 
help to strengthen the disposable incomes of those who recently 
may have become imemployed. 

No one knows exactly what the future Federal tax structure 
will be. Asstime, however, that the Federal govefmnent is col- 
lecting smnually about 20 billion dollars from a Federal income 
tax and that the distribution of this tax bill is as indicated in 
Table 10. If we know how individuals’ expenditures respond 
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to changes in their incomes, we can make some estimates of the 
stimulus to total expenditure for goods and services which might 
follow from various patterns of tax reduction. Certain assump- 
tions about changes in expenditure as they are related to changes 
in income have been made in constructing Table 10. These 
estimates are only for illustrative purposes and should not be 
interpreted as a picture of the exact manner by which income is 
likely to change as revisions are made in tax collections. 

Under these assumptions a reduction in tax collections at the 
rate of 2 billion dollars per year (500 million per quarter), 
brought about by reducing everyone s tax bill by 10 per cent, 
would result in increased consumption expenditure of about 3.7 
billion dollars per year.“^ Canceling 2 billions of taxes which 
would have been paid by the lowest-income taxpayers would 
result in increased consumption expenditure of about 5 billion. 
Canceling 2 billions of taxes which would have been paid by the 
highest-income group would increase consumption expenditure 
by about 2.7 billion. All of these estimates assume that Federal 
expenditures remain unchanged. 

Negative Taxation 

Reducing Federal income-tax collections from a 20 billion level 
to a 15 billion level probably would provide considerable stimulus 
to additional expenditure for goods and services, even if personal 
exemptions were relatively high and rates in the lowest tax-paying 
brackets were low. If such a reduction was not suflScient, a larger 
one could be made. 

It may be, howfver, that sizable reductions in Federal income- 
tax collections would alter so greatly the relative income distribu- 
tion that some other technique should be used to supplement tax 
reductions. Although tax reductions could be made so that rela- 
tive income positions within the taxpaying group were un- 
changed, tax reductions tend to make taxpayers better oflF com- 
pared to nontaxpayers. 

^ By examining Table 10, it wiE be noted that an initial increase in disposable 
income of 2 billion dollars comes about as a result of a 2 billion dollar tax cut. 
If this tax cut is distributed uniformly among all taxpayers, the initial increase in 
expenditure for goods and services is 1,107 billion. If this initial increase is in 
turn spread uniformly among all income receivers, the first subsequent expansion 
will be about 775 million. From this another 542 million dollars of additional 
expenditure will be made, and so forth. The total expansion, under the as- 
sumption m?tde, will be around 3.7 billion. See footnote d, Table 10, for furiher 
explanpvtian 
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Table 10^^ 


Estimated Changes in Equilibrium Level of Total Annual Consumption 
Expenditure Resulting from Various Patterns of Tax Reduction 





Initial Increase in Consumption 




Expenditure^ if: 




A. 

R. 


Income per family 

Ratio of 



2 billions of 

\2 billions of 

increment 

Federal in- 

Everybody's 

taxes of low- 

taxes of 

per year 

in con- 

come taxes 

tax hill is 

est income 

highest in- 


sumption 

collected^ 

reduced by 

groups are 

come groups 


expenditure 

(millions of 

ten per cent 

canceled 

are canceled 


to increment 

dollars per 

(in millions 

(in millions 

(in millions 

{Uq liars) 

in income^ 

year) 

of dollars) 

of dollars) 

of dollars) 

0-500 

0.9 

0 

0 

0 

0 

500-1,000 

0.8 

0 

0 

0 

0 

1,000-1,500 

0.8 

300 

24 

240 

0 

1,500-2,000 

0.8 

500 

40 

400 

0 

2,000-3,000 

0.7 

1,500 

105 

840 

0 

3,000-5,000 

0.7 

3,000 

210 

0 

0 

5,000-10,000 

0.6 

5,000 

300 

0 

0 

10,000-15,000 

0.5 

2,000 

100 

0 

0 

15,000-20,000 

0.5 

2,000 ^ 

100 

0 

0 

20,000 & over 

0.4 

5,700 : 

228 

0 . 1 

800 

All income receivers 

0.7« 

20,000 

1,107 

1,480 

800 

Total annual in- 






crease in consump- 






tion expenditures^ 



3,690 - 

4,933 

2,667 


The assumption made here is that an individual with an income A who finds 
his income increased to R, will have the same expenditure pattern as another 
individual whose income was B. 

^ This tax bill assumes a personal exemption of $1,000. Except for the taxes 
paid by the low-income groups and by “singles” with exemption of only $500, 
the tax pattern is similar to that for 1943. 

This figure is a weighted marginal propensity to consume, the propensities 
of each income group being \s-eighted according to the proportion of total in- 
come received by each. 

It is assumed that the initial expenditure flow is distributed among the vari- 
ous income groups in proportion to the percentage of total income received by 
each. If the initial increase in consumption expenditure is AE, the total ex- 
penditure will be AE -{- 0.7 AE 4- (0.7)^ AE 4- The sum of this series 

is 3 AE. This means that after the initial expenditure, the multiplier is as- 
sumed to be two andmne-third. 

If tax reductions cannot sufiBciently stimulate expenditures for , 
goods and services, or if it is considered desirable to maintain a 
given relative income structure, the government might employ 

“Estimated from data in Family Expenditures in the U, S, Statistical Tables 
and Appendixes^ National Kesources Planning Board, June, X94i, Table 1, page 1, 
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negative taxation.-^' Instead of paying taxes, some individuals 
might receive payments from the government. 

This scheme is essentially equivalent to grants of income. 
Negative taxes could be administered as a negative sales tax or 
as a negative income tax, payments being made to indi\iduals 
who would not have paid income taxes. Although negative 
taxation is a potential fiscal tool, it seems very unlikelv (in the 
opinion of the writers) that it would need to be used so long as 
steps were taken to stop a depression before it reached depths 
comparable to those of 1932. The minimum estimates of Federal 
expenditures for a considerable period in the future put them at a 
level of about 25 billion dollars annually. Reducing taxes from 
this level could stem depression, at least in its early stages, with- 
out resort to negative taxation. Furthermore, the novelty of 
negative taxation may make it one of the least acceptable of 
fiscal techniques. 


Summary 

Government may encourage expansion in production and em- 
ployment or discourage inflation and still keep its budget bal- 
anced. But, the limits to antidepression or anti-inflation effects 
which can be obtained within a balanced budget are considerably 
narrower than those within which fiscal policy can operate if 
the budget need not be balanced. These limits are determined 
partially by the degree to which government may act as producer 
and employer and partially by the extent to which the citizens 
will permit governmental redistribution of income. 

The effects of governmental fiscal activities depend upon the 
receipts of government and upon tlie expenditure of government. 
These effects are influenced by the quantitative relationship be- 
tween receipts and expenditures and also by the qualitative rela- 
tionship — the mamier in which the money is secured and the ways 
in which it is spent. 

A comparison of the effects of various fiscal techniques upon 
the level of money expenditure for goods and serwces is pre- 
sented in Table 11. The examples in the table are merely hy- 
pothetical constructions intended as illustrations, not as guides 
to economic policy. Additional empirical research would be re- 
quired to determine more accurately such factors as the impacts 

^ See, for example, Kenneth E. Boulding, Emmmics of Fmoe, Chapter 9, 
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Table 11 


Hypothetical Changes in Government Money Product, Private Money 
Expenditure, and Total Money Product Resulting from Alternative 
Fiscal Changes 



Change in 
Gov't Money 
Product 
(in millions 
of dollars) 

Change in 
Private 
Money 
Expenditure 
(in millions 
of dollars) 

Change in 
Total Money 
Product 
(in milliom 
of dollars) 

I. Balanced Budget: a 5-billion- 
dollar Increase in Government 
Expenditure 

A. Increase in GovT Expendi- 
ture for Public Works; no 
change in relative income 
distribution"^ 

-f5,000 

0 

+ 5,000 

B. Increase in transfers of in- 
come; no increase in public 
works; incomes of highest j 
one-half of income receivers 
reduced; incomes of lo’west 
one-half of income receivers 
increased^ 

i 

0 

+ 5,000 I 

+ 5,000 

G. Increase in Gov’t Expendi- 
ture for Public Works; in- 
comes of highest one-half of 
income receivers taxed; pay- 
ments made to lowest half 
of income receivers^ 

' +5,000 

! 

+ 5,000 

+10,000 

11. Unbalanced Budget : A 5-billion- 
dollar Deficit financed from 
money issue 

A. Increase in Gov’t Expendi- 
ture for Public Works; no 
reduction in anybody’s in- 
come*^ 

+5,000 

+11,667 

+16,667 

B. Increasein Grants of Income; 
all incomes increased by the 
same absolute amount"^ 

0 

+11,667 

+11,667 

G. Increasein Grants of Income; 
payments made only to lower 
half of income receivers^ . , . 

0 

+15,000 

+15,000 

D. Increase in Gov’t Expendi- 
ture for Public Works; only 
individuals in lower half of 
income receivers hired by 
government^ 

+5,000 

+15,000 

+20,000 
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Table 11 {Continued) 



! 

i 

Change in 

j 


Change in ! 

Private 

f Change in 


Godi Money j 

Money 

1 Total Money 


Product 

Expenditure 

! Product 


{in millions 

(In millions 

1 {in ndllmns 


of dollars) | 

: 

of dollars) 

: of dollars) 

E. Equal proportionate reduc- 

i 



tion in personal taxes paid 
by ail income receivers'" 

1 

0 : 

4-11,667 

— 11,667 

F. Reduction in personal taxes 




paid by lower half of income 
receivers^ 

0 

4-15,000 

•415,000 

1 


° This is the equivalent of assuming no change in the marginal propensity to 
consume for the economy as a whole. 

^ Assumes marginal propensity to consume of upper half of income receivers 
is 2 while marginal propensity to consume of lower half of income receivers is 3. 
® Assumes marginal propensity to consume for the economy as a whole is 2 J 3 . 


of increased public works upon the actions of private employers 
and the additions to expenditure for goods and services resulting 
from an expansion in deficit-financed government expenditure or 
a reduction in taxes. 



CHAPTER VII 


“PRACTICAL” PROBLEMS IN OPERATING 
FISCAL POLICIES 

T hroughout this section of the book we have been dis- 
cussing various ways to maintain full employment and the 
conditions within which this goal probably should be reached. 
Achievement of this objective in the United States appears sub- 
ject to the maintenance of an enterprise economy — an economy 
in which government as producer and employer is restricted to 
that area where it is agreed that government can produce more 
efficiently than private producers. Furthermore, maintaining full 
employment should not result in inflation. 

We have been attempting to show how full employment might 
be maintained through proper monetary-fiscal policies. Such 
policies could strengthen markets for goods and services or could 
discourage undesirable price increases. The possibiUty that we 
may, however, get inflation instead of full employment in the 
future must be recognized. There is danger that suppHes of 
productive agents will become inelastic before full employment 
is reached. This danger arises not from the use. of monetary- 
fiscal devices to stimulate markets, but from other factors in the 
economic system. Wage policy is particularly important and 
may have to be coordinated with monetary-fiscal policy, if we are 
to maintain full employment without inflation. 

Stimulating or retarding markets through tax flexibility ap- 
pears, in our judgment, to be one of the most promising fiscal 
techniques. More flexibility may be “built-in” to the tax struc- 
ture through automatically providing for greater increases in tax 
collections as prices rise or larger tax decreases as employment 
falls. Or powers may be granted to monetary and fiscal agencies 
to increase or reduce taxes as prices rise or employment falls. 

There are many supporters for built-in flexibility. Although 
the writers favor more built-in flexibility than is now present in 

114 
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the tax structure, we do not consider such built-in flexibility as 
adequate to maintain fuU employment. Because of our inability 
to forecast accurately future economic events, some discretionary 
flexibility in addition to built-in flexibility is required. Both 
built-in and discretionary tax flexibility avoid the inefliciency in 
resource allocation which may result from a variable government 
expenditure program in which government alters the scope of 
its activities as buyer or producer and employer in order to take 
up the slack in the private economy. Flexible taxation also 
does not have to tie income distribution to employment policy* — 
a condition which might prevail if government expanded or 
contracted its transfer payments to discourage depression or in- 
flation. 

Flexible tax policy may be effective in avoiding serious de- 
pression or inflation. It may not, however, be successful in pull- 
ing the economy out of a deep depression — a depression com- 
parable to that of the thirties, for example. Consequently, other 
measures which act directly upon employment may^ need to be 
held in reserve. If a serious depression is permitted to develop, 
a huge public works program planned in advance may be neces- 
sary to speed recovery. 

Timing Fiscal Action 

Regardless of the kind of fiscal techniques which are to be uti- 
lized — ^whether they consist of flexible taxes, flexible tx*ansfer pay- 
ments, or public works — decisions must be made as to when the 
course of fiscal action should be changed. 

It will not be difficult for the monetary-fiscal authority — Con- 
gress or whatever agency is responsible for changes in fiscal ac- 
tion — to recognize a bad situation. But it is such situations that 
we wish to prevent. In so far as possible, action should be 
taken before the situation becomes bad. 

Anticipatory action necessitates forecasting. Taking action to 
prevent a bad situation from arising involves making estimates of 
the future. The future, however, is almost completely uncertain. 
No one knows exactly what tomorrow may bring. Each of us 
expects certain things to happen in the future. Most of us be- 
lieve with a high probability that the sun will continue to rise in 
the east each morning and sink beyond the western horizon each 
evening. Our expectation about tomorrows temperature, to- 
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morrow s rainfall, or the headlines of tomorrow’s newspaper are 
less certain. 

Forecasts of tomorrow are based largely upon the events of 
today and preceding days. Some continuities do exist. The 
average summer day is warmer than the average winter day. 
Trees leaf in the spring and drop their leaves in the fall. Grain 
turns from green to brown as it ripens. Comparable continuities 
in economic events are less frequently observed, however. 

Furthermore, our knowledge of important economic events of 
the past is very sketchy. We do not always have all of the in- 
formation necessary adequately to test the various hypothesis 
constructed as explanations of certain events that have already 
occurred. We do not know where we are going, or exactly 
where we are, and we are not entirely sure where we have been. 

Uncertainty can be met with flexibility. It is not necessary that 
our knowledge of the present and the past continue to be as in- 
complete as it has been. We are constantly improving the col- 
lection of data relating to such factors as the size and distribution 
of national income, the size of the labor force, the number of 
unemployed, the prices for various goods and services, the volume 
of hquid assets held by various economic units, and the ways in 
which economic units receive and spend money. It appears very 
likely that in the future we shall know more ( though not all that 
needs to be known) about where we are and where we have 
been. 

Such information, however, will not permit us to forecast with 
perfect accuracy. Our estimates of the future can still be wrong. 
In particular we are unlikely to be able to forecast turning points 
in general business activity — ^to determine when general business 
activity will reach a peak in a period of prosperity or will reach a 
low point in a period of depression. Nevertheless, the level of 
taxation needed to make fiscal policy effective corJd be forecasted 
fairly accurately for short periods during either prosperity or 
deflation. 

Preparations must be made for the course of action to be 
altered in case the forecast is in error. Our plan must be flexi- 
ble. Imagine that economic conditions prompted monetary- 
fiscal agencies to cut taxes in order to avoid an anticipated weak- 
ening of markets. The size of this tax reduction is based upon 
certain advance estimates of the way markets and employment 
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would have been had taxes remained unchanged. These esti- 
mates might turn out to be accurate forecasts and the tax re- 
duction would be sufficient to strengthen markets and not large 
enough to increase prices. On the other hand, markets may turn 
out to be weaKer than were expected. A further tax reduction is 
in order. Or markets may be stronger than were expected and 
prices may rise. An increase in taxes would be needed. 

Provision for flexibility is a common means for meeting un- 
certainty. A person going to a restaurant for a meal may antici- 
pate a steak with French-fried potatoes. But, if an entree which 
he prefers to steak is unexpectedly on the menu, he is usually 
prepared to alter his plan and order the unexpected dish. En- 

forecast accurately market conditions 
for their products or the productive agents wliich they use. They 
may try to incorporate into their production plans provisions for 
changing these plans in order to meet unexpectedly favorable or 
unfavorable conditions.^ 

In a full-employment economy, the road between inflation and 
depression may be very narrow and winding. The road ahead 
cannot be clearly seen. A turn too far toward stimulating or 
retarding markets may result in a sudden collision with the cliff 
of inflation or a fall into the abyss of depression. We must be 
prepared always to turn away from the cliff or the precipice. 
Our steering wheel must not be locked after any particular turn 
is made. 

Automatic features reducing administrative discretion area. It 
appears almost inescapable that considerable discretion in in- 
itiating anti-inflationary or antideflationary action wiU be neces- 
sary to maintain full employment or avoid inflation. As long as 
we can never be reasonably certain about what is going to happen 
in the future, we cannot correctly specify in advance what should 
be done and when it should be done. Furthermore, most non- 
discretionary devices — ^the commodity reserve proposal, for ex- 
ample — can be more effective in stabilizing prices than in stabiliz- 

^ Refer to Albert Gaiiord Hart, "Anticipation, Uncertainty and Dynamic Plan- 
ning,” Studies in Business Administration, XI, No. 1, 1940, The School of Business, 
Un&ersity of Chicago, 1941; and George J. Stigler, "Production and Distribution 
in Short Run,” Journal of Political Economy, 47:3 (June, 1939), pages 305- 
27. See also A. G. Hart, "The Problem of ‘Full Employment/ Facts, Issues, and 
Policies,” American Economic Review, Vol. XXXVI, No. 2 (May, 1946, Supple- 
ment), pages 280-303. 
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ing employment. Although this can avoid inflation, it may not 
be sufficient to curb depression. 

NeA^ertheless, certain automatic features may be built into the 
monetary-fiscal system to help reduce the area of administrative 
discretion. Recent developments toward currency in income tax 
payments make reductions in employment more rapidly reflected 
in reduced tax collections. Quick refunds together with pro- 
visions for carry-back of unused personal exemptions would make 
our tax sy^stem automatically^ more flexible in periods of increasing 
unemployment. The commodity reserve proposal discussed in 
Chapter V is another automatic device, although the writers do 
not believe that it is sufficient to maintain full employment. It 
would act toward stabilizing the price of an aggregate of com- 
modities. The price of the bundle and the relative amounts of 
the various commodities comprising it would be specified. Gov- 
ernment would buy or sell at the discretion of private sellers and 
buv'ers. No decision by a government administrator as to when 
to buy or sell would be necessary. 

Unemployment insurance is also automatic. In periods of 
falling employment, the amount of payments made by gov- 
ernment to the unemployed would automatically increase and 
paynnents to government would decrease. In periods of rising 
employment the amount of such payments to individuals would 
automatically diminish and payments to government would ex- 
pand. Counter-cyclical effects also could be expected from some 
other programs, such as public health and nutrition programs, 
wffiich would supplement personal incomes. 

Guides to Monetary-Fiscal Action 

Any^ agency charged with administering monetary-fiscal policies 
must make decisions as to when to initiate certain kinds of actions 
— when to change tax rates, to increase or decrease grants of in- 
come, or to alter tire scale of public works. Changes will sup- 
posedly be made to improve conditions if they are bad or, prefer- 
ably, to keep conditions from becoming bad. What are the 
indicators to which the monetary-fiscal authority might look for 
clues which will suggest when to act? 

The over-all objectives wlrich the monetary-fiscal authority 
msiy have in mind are keeping employment at a high level and 
at the same time preventing inflation. A sharp fall in the general 



119 


‘PRACTICAL’’ PROBLEMS 

level of prices not accompanied by a marked decline in employ- 
ment seems unlikely. Such a situation has not occurred in the 
past, and it seems improbable that the structure of our economy 
will be changed sufficiently to bring about such a situation in 
the future. 

A fall in employment without a decline in the general level 
of prices seems more probable. The existence of administered 
or customary prices for many items makes prices rather sluggish 
in response to shifts in demand. Money wage-rates for much of 
organized labor are relatively inflexible downward. Employ- 
ment might fall off considerably before most prices fell. 

The index of industrial emplo)TOent and the index of whole- 
sale prices started falling at about the same time in 1929 and be- 
gan recovery at about the same time in 1932, This suggests 
that the wholesale-price index would have served as a fairly good 
guide to action in this period. In the 1937 recession, price falls 
lagged somewhat behind the decline in employment, and re- 
covery in employment preceded the rise in prices. In 1920, em- 
ployment began falling in March. By July the employment 
index had declined 7 points, falling by more than 2 points be- 
tween April and May and between June and July. The index of 
wholesale prices rose by more than 8 points between Jvlarch and 
May and did not fall as rapidly as 2 points per month until 
August. In 1924, the index of employment fell nearly 8 points 
between April and July, falling by more than 2 points each month. 
An index of wholesale prices fell only 1.7 points during this 3 
months period. 

Thus changes in a price index — a wholesale-price index,- for 
example — ^would not always have given a monetary authority the 
proper signal for antidepression action in the past. It appears 
likely that prices, because of their increased inflexibility in the 
downward direction, are not going to be as useful in guiding anti- 
depression policy in the future as they would have been in the 
past. 

^ A retail-price index is obviously less flexible than an index of wholesale prices. 
Some components of tlae wholesale-price index — agricultural prices, for example — 
are more flexible than the index as a whole. However, movements in an agri- 
cultural-price index would not serve as an adequate guide to monetary-flscal action. 
A serious drought raising agricultural prices could call for anti-inflationary action 
sufficient to reduce employment, and a bumper crop could suggest antxdepression 
action even though emplo^ent is not likely to be reduced by such a crop situa- 
tion. 
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Price increases, however, are the factors to be observed in 
guiding anti-inflationary action. Both the level of prices and 
the rate at which the level is moving upward can provide signals 
for action against inflation. 

The level of unemployment and the rate of change in un- 
employment are about the only available indicators for anti- 
depression action. A decrease in aggregate money expenditure 
for goods and services may precede an increase in unemployment. 
But, because of large and somewhat peculiar seasonal move- 
ments, changes in aggregate money expenditure are difficult to 
detect imtil some time after they have occuiTed. When it is 
evident that such changes are taking place, monetary-fiscal 
agencies should act to check developments which are either in- 
flationary enough to cause general price rises or deflationary 
enough to bring about general unemployment. 

Monetary-Fiscal Rules 

We have tried to emphasize the importance of flexibility in the 
operations of monetary-fiscal agencies. In trying to prevent the 
occurrence of a bad situation — serious unemployment or inflation 
— advance estimates will have to be made. The conditions as- 
sumed in designing these estimates may not hold. No one can 
forecast the future perfectly. Consequently, although some 
automatic features can be incorporated into monetary-fiscal op- 
erations, the monetary authority must have some freedom to 
reverse its fine of action or to strengthen it as events unfold. 

In order to minimize the unfavorable effects of this flexibihty 
upon the operations of other economic units, the rules — the broad 
framework — ^within which the monetary-fiscal authority operates 
should be clearly set forth. Tliis will permit businesses and con- 
suming imits to anticipate the kinds of action which may be 
undertaken by the monetary-fiscal authority. 

These rules can consist of (1) a clear statement of the objec- 
tives — the maximum level of unemployment which will be tol- 
erated and perhaps the maximum rate of increase in the general 
level of prices which will be permitted — ^to be pursued by the 
monetary-fiscal authority, and (2) an indication of the order in 
which the various techniques may be brought into use. 

What is “Full Employment”? 

Much of the controversy over full-employment policy centers 
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around a definition of full employment.® Some people appear to 
believe that a relatively large pool of unemployed is desirable so 
that there will always be labor available without wage increases. 
Others believe that unemployment in the United States cannot 
be consistently kept below 5 or 6 million persons without a 
marked increase in the general level of prices resulting."* These 
people apparently consider inflation as more undesirable than 
moderate unemployment. Still other people believe that all ex- 
cept frictional” unemployment can and should be eliminated.® 

It is possible that an objective of “over employment” could be 
established. Such an objective probably could be achieved only 
with rapidly rising prices. As we have already pointed out, even 
a moderately' low level of imemployment may not be attainable 
without inflation, if wages and prices are pushed up rather than 
employment, and production expanded as markets are strengtli- 
ened. Controls on wages and prices may be required. 

Nevertheless, the objective of preventing unemployment from 
exceeding, say, 3 million persons does not appear unreason- 
able. Although data relating to the size of the labor force are not 
complete, unemployment probably did not exceed 2.5 million 
(about 6 per cent of the nonfarm labor force) during most of 
the twenties. During most of 1946, imemployment was less than 
2.5 million. Although there was a marked increase in the general 
level of prices, many of the factors contributing to tliis increase — 
the existence of fairly effective price control during the war and 
its relaxation after the war, the scarcity of goods during the 4 
years preceding 1946, and the large wartime expansion in liquid 
holdings — are likely to be of less importance in future situations. 

If further experience indicates that unemployment caimot be 
kept below 3 million without inflation, a choice, must be made be- 
tween more direct controls over wages and prices or more unem- 
ployment. It appears preferable, to us, to set the tolerable level 
of unemployment relatively low and to watch for non-monetary 
factors bringing inflation rather than to establish a relatively high 

® Refer to previous discussion in Chapter I. 

See, for example, William J. Fellner, ‘'The Problem of 'Full Employment — 
Discussion,” American Economic Review,. VoL XXXYI, No. 2 { May, 1946, Supple- 
ment), pages 323-26. 

® Refer to William H. Beveridge, Full Employment in a Free Society, New 
York: W. W. Norton & Co., Inc., 1945; John H. Q. Pierson, “The Problem of 
‘Full Employment* — ^Discussion/* American Economic Review^ VoL XXXVI, No* 
S (May, 1946, Supplement), pages S19-2S. 
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limit to unemployment and to neglect these non-monetary fac- 
tors. 

What is InflationP 

Inflation ma\' be defined as an undesirably rapid rate of increase 
in the general leuel of prices. Consequently, what is meant by 
inflation depends upon what is considered undesirable in the way 
cf price adr'ances. Some people would tolerate a rather rapid 
-.■'.te of increase in prices if this would make the maintenance of 
nil employment less difficult. Others believe that the general 
.5'vel of prices should not be permitted to rise at all. 

There is some oiiestion as to whether a definite limit to the rise 

Jt 

Ii: Liie general level of prices slioiild be stated as a rule of mone- 
Lary “fiscal polic\’ — i£ t!:e rainimiim level of employment constitut- 
iirg full employment is low and is also stated. Without direct 
controls, monetary-fiscal policy may not be able to maintain full 
empio}TOent and at the same time keep prices stable. And, if a 
definite limit to the rate of increase in prices is stated, this may 
encourage price increases. Instead of some economic units ex- 
pecting no change in prices, others expecting a rise, and still 
others a decline, soon all may have the expectation of price in- 
creases. 

Consequently, if a definite limit to price increases is to be a 
rule, this limit probably will have to be no increase. But en- 
forcement of such a rule, if full employment is also to be main- 
tained, may have to be accomplished by non-monetary devices — 
direct controls o\'er prices and wages. 

Use of monetary-fiscal techniques. Almost regardless of how 
full employment and inflation are defined, monetary-fiscal agen- 
cies seeking to attain tlie defined objectives are likely to have 
some choice of various fiscal techniques. l^imtaxy^dal agen- 
cies may be able, for example, to alter tax rates, to buy or 
sell securities,* or to change the level of public works. Some 
of the uncertainty with respect to what these agencies are going 
to do can be eliminated if the order in which the various tech- 
niques are to be used is clearly specified. 

The notion of deliberate flexibility in the fiscal structure as 
a means of combating inflation or depression ’ needs to be in- 
corporated into legislation. Until this is done, however, some 
means which could be used immediately (but only once) are 
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available. For example, in the years immediately ahead. Fed- 
eral excise taxes should be reduced and provisions should be 
made to permit averaging of income over a period of years for 
tax purposes — with carry-backs of unused exemptions and re- 
funds of overpaid taxes.** 

Such steps should be taken immediately and made a part of 
the tax structure, in order to introduce a greater degree of equity. 
However, at the time of writing (1947), these steps should be 
countered by increases in personal income tax collections, since 
without such increases the proposed measures would be infla- 
tionary. In the absence of legislative willingness to take such 
combined action, provision might be made for ( 1 ) automatically 
reducing excises and (2) introducing a\eraging, when economic I 
conditions warrant antideflationary action. 

( 1 ) Changes in tax collections. The writers have already in- 
dicated preference for varying tax collections as the first line of 
defense against depression or inflation. If forces develop which 
work toward depression, an encouragement to markets can be 
provided by a reduction in taxes. If inflation is expected, it can 
be combated by tax increases. Tax changes, however, cannot 
fight both inflation and depression at the same time. If em- 
ployment is falling while prices are rising, either direct controls 
upon wages and prices or a program directly affecting employ- 
ment — ^public works, for example — ^w'ill also be needed. This 
does not mean, however, that monetary-fiscal agencies cannot try 
first to combat inflation or depression by tax changes. 

Using the tax system most effectively^ to fight inflation or de- 
pression will require that changes in tax collections be closely 
related to changes in current expenditure for goods and services. 
The personal income tax — independently of its adaptability as a 
flexible tax — should be the major tax. It has already been geared 
rather closely to current income. Further changes in personal 
income taxation to permit greater flexibility in over-all tax col- 
lections and at the same time to preserve the equity aspects of this 
tax are discussed in Chapters XIII and XIV. 

(2) Alterations in the scale of public expenditure and public 
works. In the event that plaimed reductions in tax collections 

® Averaging of corporate losses, with a cany-back for two years and a carry- 
forward for two years, is already permitted. 
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are not successful in strengthening markets or that stronger mar- 
kets are not adequate to maintain or increase employment, direct 
action upon employment itself may be necessary. 

Public works expansion can increase employment, because the 
government expands its role as producer and employer. An ex- 
pansion in public works sufficient to employ an additional million 
workers does not mean, however, that unemployment will be re- 
duced by one million. An increase in the level of public works 
may discourage as well as encourage private emplo}unent. 

Because of their potentially adverse effect upon resource allo- 
cation — ^particularly the limitations which are likely to be imposed 
upon the kinds of goods and services which can be produced by 
government — ^public works should, in our estimate, be classed as 
a reserve in any antidepression scheme. Fust on the reserve list 
should come relatively small expenditures on such projects as 
housing construction, soil and forest conservation, and other kinds 
of public construction which can be rapidly completed or could 
be completed by private industry. Such measures might have 
some effect in countering unemployment centered in the con- 
struction industry. Expansion of heavy public works to combat 
depression should not take place until unemployment has reached 
a fairly sizable level — say 5 or 6 million. 

Varieties of public expenditure other than for public works, 
however, might be expanded with less adverse effects upon re- 
source allocation. For example, subsidization of mass con- 
sumption centering around pubHc housing, family allowances, or 
the underwriting of a minimum food budget do not increase 
the governments role as producer and employer. Such pro- 
grams, however, do direct consumption into particular channels 
and thus indirectly influence resource use. 

These transfers are hkely to be made primarily to low-income 
groups and consequently wiU bring about a closer tie between 
income distribution and employment policies than is necessary, 
but they may prove more effective than tax reductions in 
strengthening markets. We do not know enough about the 
relative reactions of people to changes in their disposable incomes 
to state definitely that tax reductions can do everything that 
could be done by increased transfer payments. If tax reductions 
do not sufficiently strengthen markets, expanded transfer pay- 
ments might be the next tool brought into use. If neither re- 
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duced taxes nor increased transfer pa}Tnents do tlie job, public 
works expansion would be in order. 

Where Does the Money Come From.^ 

Use of the fiscal system to inject or withdraw money would 
mean discarding a balanced budget as a goal of fiscal policy. 
Of course, if conditions warrant a balanced budget — if there is 
no need either to withdraw money or inject it — such a budget 
is appropriate. But it would be a coincidence, not an objective. 
Situations warranting a balanced budget rather than a budgetary 
deficit or surplus certainly do not appear to ha\e been “most 
probable” situations dm-ing the last 50 years and are imlikely 
to be most probable in the future. 

Deficits need not mean an increase in the Federal debt. It is 
not too diflBcult for the uninitiated to see what would happen if 
government accumulated a surplus each year for a relatively large 
number of years. The bank account of the government would 
grow at the expense of the bank accounts of taxpayers, or the 
vaults of the government would hold a growing pile of money.’^ 

The incurrence of deficits without the growth of the public 
debt, or inflation, or both, is more difficrJt to visualize, unless, of 
course, there are the accumulations of previous surpluses upon 
which to draw. In the United States deficit financing has be- 
come particularly associated with a rising public debt, partially 
as an outgrowth of unbalanced budgets and increased pubhc 
debt during two wars and a depression. 

This association is an unfortunate one. When the Federal 
government wants money, it does not have to collect taxes in 
order to secure this money, nor does it have to borrow' — at least 
not in traditional ways. The alternative of creating additional 
money pmchasing power is available. If it desires to be subtle 
in creating this money, the Federal government could borrow 
directly from the Federal Reserve Banks by issuing interest-free 
or low-interest securities and exchanging these for deposits with 
the Reserve banks. 

We are not suggesting that government should resort exclu- 

There might be difficulties in keeping the accumulated surplus untouched, i.e. 
in inducing legislators to formulate an expenditure program independent of the 
size of the surplus. As tlie surplus grew, it might be difficult to keep expendi- 
tures from rising. Conversely, it might be difficult to keep expenditures from 
being cut as the accuhrulated surplus dwindled. 
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sively to the printing press for money to pay its bills. However, 
decisions to tax, to borrow, or to issue money should be based 
upon an analysis of the probable effects on prices, employment, 
and interest rates.® If commodity prices do not rise as a result of 
meeting budget deficits from newly issued money, the value of 
money in terms of goods and services has not fallen. If interest 
rates do not fall, the value of money in terms of securities has 
not been depreciated. 

Government borrowing from banks, as we have pointed out 
previously, has been essentially equivalent to printing money 
and paying the banks a sizable fee — the interest on the gov- 
ernment securities offered to them in exchange for deposit credit 
— ^for the printing job. If government must borrow from banks 
rather than issue the money itself, a special low-interest-bearing 
secm-ity for banks might be employed. 

The desirability of taxing hinges upon what will happen to 
prices and employment, if there will be no increase in prices 
without taxing, “deficit financing” is the procedme to follow. 
The decision as to how much of the gap to fill by borrowing 
depends on the impacts upon interest ratek If the size of the 
gap is given, filling all of it by borrowing may increase interest 
rates (reduce the prices of outstanding securities); filling it by 
issuing money is likely to reduce interest rates (increase the 
prices of existing securities). By varying the combination of 
borrowing and issuing money, interest rates can be increased, re- 
duced, or kept stable.® 

®Tlie^e factors are discussed more fully in Chapter XXI which is devoted to 
consideration of the role of borrowing. 

Refer to Abba P. Lemer, The Economics of Control, Chapter 24, New York: 
The Macmillan Company, 1944. Other writers also urge filling the deficit by 
money issue or its equivalent. See, for example, M. Polanyi, Full Employment and 
Free Trade, Cambridge: Cambridge University Press, 1945; John Philip Wemette, 
Financing Full Employment, Cambridge, Mass.: Harvard University Press, 1945; 
and Donald C. Marsh, Taxes Without Tears, Lancaster, Pennsylvama: Jaques 
Cattell Press, 1945. 
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FISCAL POLICY AND UNEMPLOYMENT: 
A SUMMARY 


How Fiscal Policy Can Affect Employment 

I N RECENT economic analyses, there has been growing rec- 
ognition that the money expenditures and money receipts of 
government may affect not only the pattern of production and 
distribution of total product among income receivers, but also the 
level of production and empIo}mient within the economy. We 
have recognized the objective of full employment as one of the 
most important objectives of public economic policy. 

The primary contribution which fiscal policy may make to the 
achievement and maintenance of full employment is through its 
influence upon markets — the aggregate level of money expendi- 
ture for goods and services. Government’s collecting and spend- 
ing of money can influence markets in two general ways:^ 

(1) Through influencing the money supply. The total stock 
of money can be increased through a budget deficit. A budget 
surplus can reduce the money supply. Both deficits and sur- 
pluses can be accomplished by holding government expenditures 
for goods and services unchanged and var}dng tax collections. 

(2) Through altering the distribution of disposable income. 
By altering the composition of government receipts and expendi- 
tures, income can be shifted among various economic units. If 
the expenditures are transfer payments, the net effect upon mar- 
kets depends upon the relative propensities to spend of tliose 
from whom the money is collected and those to whom the money 
is paid. If the expenditures are for goods and services, the effect 
upon markets is twofold — ^markets are strengthened directly as a 

^ Refer to Chapters III and VI. It is reco^zed that if fiscal policy is to 
focus on maintenance of full employment, action must come largely from the 
Federal government raAer than firom the various state and local governments. 
The dominant role of Federal expenditures in the postwar economy seems to 
justify the assiimption that the policies of the Federal government could provide 
an important influence even if state and local governments do not arrange • their 
fiscal policies to contribute to the Federal objective of full employment. 
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result of government purchases and influenced directly as a result 
of tlie redistribution of disposable income. 

Injecting or withdrawing money as a result of budget surpluses 
or budget deficits afiFects the cash holdings and the net worth of 
many individuals and businesses. When government accumu- 
lates a budget smrplus, the cash balances of the private economy 
are reduced. Money is withdrawn from individuals and busi- 
nesses, and no other assets are added to replace the money. 
When government incurs a budget deficit and fills the gap by 
issuing money, this money is added to the private sector of. the 
economy. The cash balances of the aggregate of economic units 
other than government are increased, and no other assets are 
withdrawn to oflFset this increase in money holdings. An in- 
crease in the quantity of money in the hands of individuals and 
businesses wiU strengthen markets for goods and services — ^if in- 
dividuals and businesses are unwilling to hold aU of this addi- 
tional money without first trying to acquire additional goods and 
services. 

Through taxing and spendiug, government may shift pur- 
chasing power from one economic imit to another. The rmits 
from which net purchasiug power ( the difference between taxes 
paid and government expenditures received) is taken are not 
likely to have the same incomes and preferences as the maits to 
which net purchasing power is given. Consequently, the level 
as well as the pattern of expenditure for goods and services may 
be changed as a result of this redistribution of income. Shifting 
piurchasing power from high-income receivers to low-income re- 
ceivers is likely to result in an expansion in total money expendi- 
ture for goods and services — in a strengthening of markets. If 
the shifts are from low-income to high-income groups, a contrac- 
tion in money expenditure — a weakening of markets — ^is to be 
expected. 

As a buyer of goods and services, government may directly 
affect markets. Government may expand or contract its role as 
producer and employer, thereby directly affecting employment. 

Relations of Employment Policy, Income Distribution, and 
Resource Allocation 

We believe that the first of the methods mentioned above — 
if it can be effective — ^is the most desirable path for government 
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to follow in trying to maintain full emplojinent. Strengthening 
or weakening markets by injecting or witlidrawing money can 
separate the achievement of full emplo}Tnent from the problems 
of income distribution and resource allocation." The kind of in- 
come distribution which is considered desirable because of con- 
siderations other than its impact upon markets, may not be the 
kind of income distribution to bring full emplornment. Conse- 
quently, an important conflict between employment policy and 
income distribution policy could arise if redistributing income 
were used as the major technique to promote full employment. 
Similarly, public expenditure for, or production of, some goods 
and services may, through influence upon the use of resources, 
result in a production pattern considerably out of line with con- 
sumers’ preferences. 

Extra-Budgetary Procedures May Be Ineffective 

The government budget does not offer the only framework 
tvithin which money may be injected into, or withdrawn from, 
the economic system. Commercial banks have been the prin- 
cipal money source in the United States and in many western 
European cormtries. However, effective means have not been 
developed for assuring that the banks will expand the money 
supply when it would be desirable to try to stimulate markets. 
The banks cannot be forced to lend, and people cannot be forced 
to borrow from banks. Open-market operations in commodities 
or in securities might also be utihzed by government to contract 
or expand the money supply.® Suggestions have been made for 
influencing the demand for cash balances through measures — 
taxes or subsidies, for example — affecting the value of bank de- 
posits or currency holdings. While such measures have some 
merit, they are (in our judgment) rmlikely to be considered seri- 
ously by policy makers. 

Although we are not certain about the strength of these tech- 
niques, most of them appear likely to be less effective than some 

®It is recognized that separating full-employment policy and income distribu- 
tion policy is more easily accomplished in theory than in practice. For example- 
a change in tax collections is likely to alter die relative income distribution. 
Althou^ changes in transfer payments could be made to restore the previous 
relative istribution, such changes are less likely to be made than the tax changes, 
in our |udgment i 

® These techniques have been discussed in more detail in Chapter 
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fiscal techniques in influencing markets. They also pose dif- 
ficulties not presented by some budgetary techniques. First of 
all, such transactions affect mostly the composition of assets held 
by various potential buyers. For each dollar of money injected 
by government, a dollar’s worth of other assets — securities or 
commodities — is removed. Although markets may be influenced 
by buyers’ Hquidity, the effect of a given change in money hold- 
ings is likely to be smaller when only liquidity is affected than 
when both liquidity and total assets are changed in the same 
direction. 

Trading in securities may affect largely the cash balances of 
economic rmits whose expenditures for goods and services are not 
likely to be influenced strongly by changes in their cash balances. 
Furthermore, purchase and sale of securities by government 
might change interest rates more than is desirable. Because of 
the relatively large bank holdings of government securities, a 
potential increase in interest rates may impose a particularly im- 
portant limitation upon securities sales in combating inflation. 
Government sale of securities could mean a marked increase in 
interest rates and a consequent reduction in the prices of existing 
government securities.^ 

Considerable merit is recognized in trading in commodities, 
particularly the commodity reserve proposal, under which a 
specified bundle of commodities would be bought and sold by 
the government at some fixed price. But it was recognized that 
the costs of holding stocks of commodities might be relatively 
large, that it would be difficult to initiate such a program as an 
anti-inflation measure if stocks of the various commodities were 
not already held, and that if a considerable amount of a com- 
modity had been accumulated, pohti^al pressure on the govern- 
ment to prevent its sale might be great.® 

In view of these considerations, using the fiscal system seems 
preferable to using these extra-budgetary devices, as the basic 
means for influencing markets. 

^ It was recognized in Chapter V that the effects of trading in securities will be 
more complex when government purchase and sale of securities to the baiaking 
system are involved. 

®This is well illustrated in the experience of the Federal government in ac- 
cumulating over ^ million bales of cotton through the last dozen years. Open- 
market sale of this cotton at "free’’' prices recently has not been considered 
politically feasible. 
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Influencing Markets May Not Be Sufficient 

Throughout the preceding chapters in this book we have tried 
to emphasize an important limitation to achievement of full em- 
ployment through influencing the demands for goods and ser\ - 
ices. Even though monetary-fiscal policies may be successful in 
influencing demand — ^in encouraging expansion or contraction of 
total private expenditure for goods and services — this mav not be 
sufficient to guarantee both full employment and a staljle gen- 
eral level of prices. In fact, only rising prices may result. Sup- 
plies may become relatively inelastic before full emplopnent is 
reached.® 

This possibility of getting inflation instead of full employment 
is not a straw man. There is evidence that price and wage in- 
creases contributed to choking recovery in the United States in 
1937, long before full employment was reached. In 1947, it was 
widely predicted that the postwar boom would end prematurely 
because of rising costs and prices catching up too rapidly with 
strong markets. 

We need much additional analysis of the factors wliich may 
contribute to this substitution of inflation for full employment. 
A choice may have to be made between full employment and 
stable prices as an objective of monetary-fiscal policy. If we 
want both full employment and stable prices and we use mone- 
tary-fiscal policy to get one of these objectives, other devices must 
be employed to reach the other. Monetary-fiscal policies can 
help to maintain full employment if direct controls on prices and 
wages are applied. But this may be a greater sacrifice of 'Tree’^ 
markets than we will want to make. Relatively high excess- 
profits taxation and a dispersal of the powers of large selling units 
may be more acceptable but less effective techniques. 

Fiscal Policies Must Be Flexible^ 

Because of the desirability of taking fiscal action to prevent 
the occurrence of a bad situation — a large number of unem- 
ployed, for example — ^present action must be based upon fore- 

® Kefer to Chapter IV and VI. See also Martin Bronfenbrenner, “The Dilemma 
of Liberal Economics,” Journal of Political Economy, VoL LI\^ No. 4, pages 
334-46. .. 

^ Refer to Chapter VII. 
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casts of the future. Unfortrmately, these forecasts can and fre- 
quently will be considerably in error. 

This means that the course of fiscal action cannot be com- 
pletely charted in advance. Enough flexibihty must be per- 
mitted to enable adjustment to unexpected contingencies. Some 
automatism may be built into the fiscal system. But personal 
judgment about when to do what cannot be completely avoided. 

However, the area for administrative discretion can, and un- 
doubtedly will, be delimited by legislation enacted by Congress. 
Although a set of rules cannot be formulated which will specify 
exactly what monetary-fiscal agencies should do in every situa- 
tion, such things as limitations upon the size of the budget deficit 
or surplus, maximum quarterly changes in the tax rates, and limi- 
tations upon the variations in the rate of interest can be set forth 
by Congress. Administration of fiscal and monetary policy 
within the framework of these rules clearly implies coordination 
of the fiscal and monetary activities of the Federal government. 

Conclusions: Some Implications of Full-Employment 
Fiscal Policy 

It is evident that full-employment fiscal policy would be pri- 
marily concerned with the impact of fiscal activities upon such 
factors as the general level of prices, employment, and interest 
rates. Consequently, decisions to tax, borrow, or issue money (at 
the Federal level) would be based on what would happen to 
prices, employment, and interest rates as a result of various 
combinations of taxation, borrowing, and money issue. 

This clearly means that some of our traditional canons of sound, 
conservative finance would have to be abandoned. It means 
that the role of public finance would become more than simply 
raising money to pay public bills. 

But full-emplo3Tnent fiscal policy does not mean that the 
public will be without control over the formulation and adminis- 
tration of this policy. Monetary-fiscal agencies, operating under 
rules formulated by Congress, are not free to act without limita- 
tions. 

As one writer has said, “Full employment means a flexible fiscal 
policy if we retain the price system . . , and full employment 
may be essential to tlie maintenance of 'free enterprise.”**® For 

” Donald C, Marsh, Taxes Without Teats, pages 92-94, by permission of The 
Ronald Press Company. 
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those who (like the winters of this book) would like to see the 

system of “free enterprise” continued, a full-employment fiscal 

policy is a small price to pay. 
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CHAPTER IX 


THE ROLE OF GOVERNMENT EXPENDITURE 


I N THE fiscal year 1940, all units of government in the United 
States spent about 17.4 billion dollars, exclusive of funds 
spent for debt retirement. Expenditure may be 20 to 25 billions 
greater than this in the years ahead, and the relath'e amounts 
spent for various purposes will be somewhat different than in 
1940. Units of government, however, will Continue to spend for 
about the same things as in 1940.^ 

For purposes of our analysis, government expenditures may be 
divided into two groups: (1) resource-using and (2) transfer ex- 
penditures. About three-fourths of expenditures in 1940 were 
for the use of resources. In a year (such as 1950) follomng 
reconversion, resource-using expenditures are expected to con- 
stitute about two-thirds of total government expenditures.* 

To discuss wl^en government should use resources which other- 
wise could be used in the private economy is the principal pur- 
pose of this chapter. The level of transfer expenditures affects 
the division of resources between the public and private sectors 
of the economy only to a minor extent Consequently, tlie de- 
sirable level of transfer payments is dependent upon the desired 
income distribution, a subject to be examined in the following 
chapter. To say that resources could be used in the private 
economy does not mean that they always will be used. Where 
there are unemployed resources, there, may be a place for in- 

^ For a summary of the kinds and amounts of public expenditures made during 
the fiscal year 1941, see Table 2, Chapter I. For recent estimates on postwar 
expenditures, see Lewis H, Kimmel, et ah^ Fostwar Fiscal Requirements^ Federal, 
State and Local, page 12, Washington, D- C.: Brookings Institution, 1945. 

®The increase in transfer expenditures is expected to arise mainly from in- 
creased interest on Federal debt and increased benefits to veterans. If there is 
relatively full employment, tlie relevant distinction between types of expendi- 
tures would be exhaustive (resource-diverting) and transfer (not involving the 
diversion of resources to public purposes). For earlier reference to this dis- 
tinction, see Chapter I, page 19. The estimates are based largely on data 
provided in Postwar Fiscal Requirements, Federal, State atid Local 
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creased use of resoui'ces by government. This problem will be 
briefl\’ considered in the final section of tliis chapter. 

Economic factors are not the only ones which are weighed by 
policy makers in determining the proper sphere for governmental 
use of resources in our essentially private economy. Let us 
assume, however, that this problem is being solved in terms of 
economic considerations and that the objective in transferring re- 
sources from the private economy to tlie public economy ( or vice 
versa) is to maximize the size of the total product. 

Criterion for Determining When Total Product Is Maximized 

Imagine that our entire economy is a private economy — that is, 
that government uses no resources — and that the economy is 
divided into two sectors, A and B. Both sectors use the same 
resources, and units of this resource are homogeneous and freely 
transferable from one sector to the other. Sector A produces 
only pork while sector B produces only beans. If consumers 
exercise free choice in their purchases of pork and beans, the 
total product is maximized when a small amount of the resource 
used in B adds to the total product an amount of beans worth 
exactly as much as the amoxmt of pork this resource would pro- 
duce if it were used in A. This equality of the values of the 
marginal products of a resotuce in each of its alternative uses is 
the guiding principle for the “best” allocation® of the resource. 

If government were to take over sector B and to continue to 
produce beans, this same criterion for allocating the resource 
would still be valid. Unless there was a change m the relative 
prices or the eflBciency with which government produced was 
greater or less than the level of eflaciency which had prevailed 
before government took over sector B, the size of the total prod- 
uct could not be increased by any shift of resources out of one 
sector and into the other. 

Criterion neglects differences between the public and private 
economies. In order to apply this criterion to comparisons be- 
tween two sectors of the economy, the different goods which are 
produced must have prices attached to them. Otherwise total 
product cannot be measured in any convenient manner. 

® Befer for example, to Oscar Lange, ‘'The Foundations of Welfare Economics,” 
Ecommeifica, 10:215-28 ( Jufy-Octol^er, 1942). 
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Since many of the services produced by government are not 
sold in the usual sense, the relative weights which are attached 
to these services are not determined in the market. The formu- 
lation and administration of our laws is a service which we could 
hardly afford to sell, and, although the kind of services provided 
by public schools and public roads could be sold, such services 
are not distributed among our citizens in the same manner as 
pork, beans, autos, and the like. 

Consequently, the relative weights attached to most of the ser\’- 
ices provided by the public economy are determined politically. 
The values of these various services as compared with the \'alues 
of the services which could be produced in the private economy 
are determined rather crudely by legislators when they decide 
what level of government services to provide. 

This criterion is not always valuable. Equality of the values 
of the marginal products of a resource in each of its various uses 
is a valid guide to resource allocation, if relative prices are an 
accurate measure of relative social benefits and if the best tech- 
nology is being utilized in each line of production. If these 
conditions are not present, an increase in the total product may 
be achieved by shifting resources from one use to another even 
though there is equality in the values of the marginal products in 
the various uses. 

Thus, in determining whether to shift resources from the pri- 
vate to the public economy or vice versa^ two important factors 
which should guide our decision are: (1) tlie relative efficiencies 
of public and private production of a given product and (2.) tire 
degree to which relative prices are an adequate index of rela- 
tive social benefits. 

Relative prices may not accmately indicate relative social 
benefits if (1) the prices which people are willing to pay for 
given amounts of a product are less than the marginal benefits 
provided by these products to society as a whole, and (2) the 
prices at which supplies of a given product are forthcoming do 
not take into consideration all of the (social) costs of obtaining 
these supplies. 

Even though relative demand prices reflect relative social 
benefits accurately and relative costs include social costs, there 
are sectors of economic activity where certain institutional factors 
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(particularly monopoly and monopsony) prevent benefits and 
costs from being equated. Each of these factors will be con- 
sidered in the discussion which follows. 

Government Production Better than Private in Some Areas 

Government may be able to produce some services more ef- 
ficiently than private producers because government may be able 
to eliminate some steps in getting the product to consumers. 

Fiscally, it is not necessary for government to collect from the 
users of its services in the same way that private producers col- 
lect. Government may ( and does ) make some services available 
to all who wish to use them without reducing the incomes of each 
user by an amount necessary to cover production costs for the 
services. This is the net effect of general taxation to finance gov- 
ernment services 

The financing of private production is somewhat different from 
the financing of government production. Although a private 
producer may utilize funds which he already has on hand or may 
borrow from other economic imits, in the long run he must plan 
his operations so that receipts are at least equal to expenditures. 
This means that he must collect from the buyers of the goods and 
services which he produces. In a free market the amount of 
money collected from each buyer must be related to the amoxmt 
of product purchased. The product must be measured. 

In some instances, the costs of measuring the product and col- 
lecting from buyers on the basis of the amount purchased by each 
may be high compared to the other costs involved in producing 
the service. In such instances, there is a case for governmental 
distribution of the product if it is not necessary for government 
to collect on the basis of individual use. 

Imagine a situation in which all highways were privately oper- 
ated and funds were collected on the basis of the amount of serv- 
ices used — the number of ton miles driven, for example. A 
large administrative staff would be required to see that consumers 

^The funds needed by government (especially the national government) to 
produce these services can be secured from other sources, too. Direct creation 
of purchasing power through money issue or borrowing from banks can be utilized 
by the na^tional government. When the level of employment is not affected by 
resort to these sources of funds, the effect upon the private economy is comparable ^ 
to that of a tax. When the level of employment is expanded, however, me pri- 
vate economy will shrink less than when government production is financed from 
taxation. For a more complete discussion, refer to Chapter III. 
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paid to use the roads and that they paid according to amount of 
service received. Checks would be required to assure that ever\ - 
one paid to use a highway and that each user of the highway 
drove no farther than merited by his paxment. The costs of 
making such checks would be large compared to construction and 
maintenance costs (for our approximately 3 million miles of rural 
roads alone in the United States), considering the large number 
of exits and entrances to highways in this coimtrv. The ad- 
ministrative costs might not be excessive for a particular high- 
way,® but would become absurdly high if the highway system as 
a whole was operated on this basis.® 

If efficiency in resource allocation is to be admitted as a con- 
sideration in determining the division of resource use between the 
pubHc and private economies, there are cases where the superiority 
of methods available to government for distribution of the prod- 
uct should not be ignored. The mafor resulting benefit is that 
the resources which are needed to collect from consumers on the 
basis of amount of product used can be made available for other 
purposes, public or private. This is an evident benefit from the 
public distribution of highway services, as already indicated. 
Collecting for each use of streets and sidewalks would create an 
impossible administrative situation. Again, where the (mar- 
ginal) cost of getting water to users is low, metering and collect- 
ing on the basis of use may be_more costly than pro\’iding water 
free of charge. 

There may be other areas in which the techniques of produc- 
tion available to government are superior to those available to 
private producers. However, the economy in getting products 

^ For the first full year of its operation ( October, 1940, through October, 1941 ) 
even the Pennsylvania Turnpike had costs of fare collection and turnpike patrol 
that were 8.2 per cent of its revenue of $3,451,000. Although publicly operated, 
this Turnpike is an illustration of excellent conditions for operation and admin-* 
istration that could be assumed for private enterprise. 

° Sellers could develop other tech^ques than have been used in collecting for 
the services which they produce. For example, if the cost of meters and their in- 
stallation were so expensive that it was not economic to install them in every home 
or office, sellers of electricity might charge on the basis of the size and number 
of electrical appliances operated by each user. Similarly, if highways were pri- 
vately operated, collection for services might be made on die basis of such indices 
of highway use as the occupation of the auto owner, age of tlie vehicle, and its 
gross weight, among other things. Opportunities for evasion and the accom- 
panying overcharging of other users would be numerous, however. Unless col- 
lections coincided fairly closely with the amount of services used, the amount 
produced might be considerably reduced. 
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into the hands of consumers is obvious and serves as an illustra- 
tion of a more general case. 

Relative Demand Prices Not Always an Accurate Index of 
Relative Social Benefits 

Equahty of the values of the marginal products of a resource in 
all of its various uses is a valid criterion for allocating resources 
so that the total product is maximized — ^when relative prices are 
an accurate index of relative social benefits. If our economy 
were solely private and each consumer were, allocating his own 
income to maximize his own satisfaction, an individual’s demand 
schedule for a product would represent a schedule of the sacri- 
fices of other products which he would be willing to make in 
order to get various quantities of this product. Demand prices 
would represent estimates of expected individual benefits. 

Some products, however, provide benefits to persons other than 
the immediate users of these products. For example, educa- 
tional training may benefit other persons as well as the individuals 
receiving the training. Since individuals are xmlikely to be will- 
ing to pay for things which they do not receive ( as long as they 
can get other things by paying for them), services providing 
benefits to persons other than their users are likely to be under- 
valued in a strictly private economy. Their relative prices are 
likely to be lower than they would be if all benefits — ^those going 
to others as well as to the purchaser — ^were considered. 

A rather large proportion of services produced by government 
are of the kind which provide benefits to persons other than the 
immediate users. Public education, national defense, public 
health, police and fire protection are among the many examples. 
The widespread benefits from public education are particularly 
evident. Although total productivity is increased as a result of 
education, the additional product is seldom entirely captured by 
persons who learned and now possess the skills. Part of the 
benefits of the skills acquired are passed on to the members of 
the economy as a whole. Education which consists of trans- 
mitting knowledge of the way in which our social and economic 
system functions is likely to result in improved economic and 
social institutions benefiting others in addition to those receiving 
the training. 

In areas where the range of these “extra-buyer” benefits is 
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large — as in education — there is a case for government eitlier 
producing these services or altering relathe incenth'es to en- 
courage additional production and use of them in the private 
economy. The latter procedure, however, is likely to be rather 
cumbersome. It would involve subsidies to producers to encour- 
age production and discriminatory subsidies to consumers to en- 
courage more widespread use of these goods and ser\’ices which 
provide extra-buyer benefits. Consequently, governmental pro- 
duction and dissemination of such services appears the more 
desirable procedure. 

Relative Supply Prices Not Always an Accurate Index of 
Relative Social Costs 

A second kind of divergence between private and social in- 
terests is presented on the supply side of the market picture. 
Not only may demand prices underestimate social benefits, but 
supply prices may underestimate social costs. 

Just as his demand schedule represents the buyer’s willingness 
to sacrifice other opportunities in return for various amounts of 
a given good, the supply schedule represents what has to be sac- 
rificed in order to induce sellers to part with various quantities of 
the good. Supply prices infrequently include costs to economic 
units other than those producing the product. For example, the 
supply prices of a metal are not likely to include the “smoke 
nuisance” costs to the persons residing near a smelter, or supply 
prices of lumber are unlikely to consider as costs the increased 
erosion resulting from the removal of the cover provided by the 
forests. 

The problem posed in this situation where supply prices do not 
include all of the costs is one which has been given considerable 
attention by economists.'^ Finding solutions to these problems 
entails either discovering ways to force private producers to 
include all costs or having government take over production in 
these areas. Subsidies to producers conditional upon tlieir re- 
ducing the smoke nuisance, conserving the soil, and the like may 
be one solution. However, this may prove an extremely cumber- 
some procedure. Governmental operation in these areas where 
these external diseconomies are relatively large may be desirable. 

’ See, for <»Yampl<» A. C. Pigou, The Economics of Welfare, 2nd edition, London: 
Macmillan & Co., Ltd,, 1924. 
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Criterion for Maximum Production in the Private Economy 
Not Always Satisfied 

The general cases which we have been discussing are those 
where equality of the values of the marginal products of a re- 
source in all of its various uses cannot be applied as a test for 
maximum product without qualification. In determining the 
division of resources between the public and private economies, 
it must be recognized that the products of the public economy are 
seldom “priced” in a free market, that government may have im- 
portant advantages in producing some products, and that demand 
and supply prices in a free market may neglect important ele- 
ments of social benefits and social costs. 

In addition to these cases, there are situations to which this 
criterion of equality among the values of the marginal products 
of a resource in all of its various uses could be applied and yet is 
not satisfied. An important class of such cases has been labelled 
“monopoly.” 

A private producer will be maximizing his profits when his 
marginal revenue from output is equal to his marginal cost of 
output.® However, it is only under perfect competition that 
marginal revenue and price of the product will be identical. It 
is only under conditions where the price of the product is equal 
to marginal revenue (and the price of the resource is equal to 
its marginal cost) that equating marginal revenue and marginal 
cost of output will equate also the value of the marginal product 
of an increment of a resomrce and the price of that resource. 
Thus, if tlie product-demand schedules and resource-supply 
schedules that face the firm are not perfectly elastic, product 
prices will not be equal to marginal revenue of output and factor 
prices will not be equal to marginal cost of input. Unless the 
elasticities of the product-demand schedules facmg every firm are- 
exactly the same and tlie elasticities of the factor-supply sched- 
ules are also equal for every firm, the best allocation of resources 
will not result from each firm maximizing its profits. 

For example, imagine that all (OA) of a specialized resoure. A, 
is beiirg used in two industries, X and Y, and that both industries 

®This is a necessary, but not a sufficient, condition. Marginal revenue must 
be falling more rapidly (or rising more slowly) than marginal costs in order for 
equality of marginal revenue and marginal cost to represent a position of maxi- 
mum rather than minimum profit 
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are “competitive,” that is, there is free entry of firms into either 
industry and the product demand-schedule as well as tlie re- 
source supply-schedule facing any firm is perfectly elastic. As- 
sume that units of the resource are freeh’ transferable (at no 
cost) between the two industries and that there are many re- 
source owners competing wdth each other, unable to follow a 
price policy and selling always in the best market. Alternative 
uses for the factor are assumed to bring no return, and the re- 
source owners have no reservation price. The price of the factor 
will then be the same in both industries, and, in the long run, the 
factor price wdll be equal to the value of the marginal product in 
botli industries. The curves XK and YL in Figure 2 represent 
schedules of the value of the marginal products in the two in- 
dustries, prices for X and Y changing as the division of the re- 
sormce between the two industries makes possible the production 
of various combinations of X and Y. Assume that production 
and demand conditions in the two industries are such that OAi of 
A is used in producing X and AiA is used in producing Y. 

If the X industry is monopolized, its demand for A will no 
longer be a schedule of the value of the marginal product of A 
in producing X. Instead it will be the marginal revenue product 
— the curve XK' in Figure 2 . OA2 of A will now be employed in 
producing X and A2A in producing Y. As a result of monopoliza- 
tion (there being no change in the production functions), A2A1 
of A has been forced into the Y mdustry and the factor price has 
fallen. 

Similarly, if the Y mdustry had been monopolized ( there being 
no change in the production functions) the Y industr-y’s demand 
schedule for A might be YU. If the X industry were competitive 
OA 3 of A would be employed in X and A 3 A in Y, AiAa having 
been forced into tire Y industry. 

If both industries are monopolized, the division of A between 
the two industries will be the same as the competitive division 
only if the elasticity of demand for X at that output at w’hich OAi 
is used in producing X is the same as the elasticity of demand for 
Y at tlrat output where AiA is used in producing Y. 

Various prices which the producers of X w'ill be willing to pay 
for various amounts of the factor of production (A) when the X 
industry is producing under competitive conditions, are repre- 
sented by the Hne XK. These prices represent the values of the 
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Figure 2 

Effects of Monopoly on Resource Allocation 


The competitive demand for A in X is faPx^ while the competitive 
demand for A in Y is 0aPy> where is the marginal physical product of 
A in X, 0a is the marginal physical product of A in Y, Px is the price 
of X, and Pg is the price of Y. 

When X is monopolized (Ja remaining unchanged), the demand for A 

in X becomes faPx( I — ^ ) where P^f 1 — ^ ] is the marginal revenue 
\ VxJ \ '^x/ 

from X and tjx is the elasticity of demand for X. Similarly, the mo- 
nopolistic demand for A in Y is 0a Py^l — where Py^^ 
the marginal revenue from Y and vy is the elasticity of demand for Y. 

fa “ 4) “ ~ 4) if ’Ja: = %• 

marginal product of A in producing X. Similarly, tibe line YL 
represents prices which competitive producers of Y will be wilhng 
to pay for various amounts of A. 

When the X industry is monopolized (on the assumption of no 
change in physical production conditions within the industry). 
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the demand for A in producing X will fall (see line XK'). The 
monopolist will be willing to pay the factor owners the marginal 
revenue product (marginal re^’enue multiplied by the marginal 
physical product) rather than the value of the marginal product 
(price multiplied by marginal physical product). Simihuiy, mo- 
nopolizing the Y industry will reduce the demand for A in produc- 
ing Y (see line YL'). 

The difference between marginal revenue and price depends on 
the elasticity of demand for the product The more elastic the 
demand, the smaller the difference between price and marginal 
revenue. Thus, if both the X and Y industiies were monopolized, 
the division of the factor (A) bet^^een the two industries would 
be the same as under competitive conditions only if the elasticities 
of demand for X and Y at the competitive outputs were equal. 
Note that the price for A would be lower under monopoly than 
imder competition even though the division of the factor betw^een 
the two industries remained unchanged. 

Several ways have been suggested for dealing with the resource 
misallocation which results from monopoly. Most of these solu- 
tions fall into one of the following categories: (1) restoring 
competition, (2) regulation, (3) subsidization, and (4) sociali- 
zation. We shall examine each briefly. 

Restoring competition. There are some areas of production 
where, by maintaining control of supplies of raw materials or 
productive processes, a few producers are able to dominate the 
field. Before World War II, the Aluminum Company of America 
had almost complete control of the sources of bauxite for pro- 
ducing aluminmn.^ The world's most complete monopoly was 
probably that of the DeBeers Company which controlled the 
mining of diamonds. Taking steps to break the stranglehold 
over raw materials and patents, to achieve increased competition 
in the field through encouraging freedom of entry, to break down 
giant firms into a large number of smaller firms, and to increase 
competition in general — this has been the historic basis of our na- 
tional antitrust policy since passage of the Sherman Act in 1890. 
Enforced with varying degrees of indifference since its passage, 

® Production necessities of World War 11 resulted in the breaking of the iilumi- 
num monopoly and the creation of a handful of new firms. Whether the new 
firms in the field will proceed much differently than did Alcoa before the wax in 
price and production policy remains to be seen. 
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tlie Sherman Act has occasionally resulted in sensational dissolu- 
tion of national combinations declared to be ''in restraint of 
trade.'" Best known are the dissolution of the Standard Oil timst 
and the American Tobacco trust in 1910, It is doubtful, how- 
ever, whether much restoration of competition can be attributed 
to either of these acts of "trust busting/" 

Restoring competition may often work against efficient produc- 
tion, Increasing attention has been paid in recent years to the 
effects on efficiency in production of the traditional policy of 
breaking a large unit into a number of smaller ones. Numerous 
small firms can operate more efficiently than large ones in such a 
field as agriculture. In some fields other than agriculture, it 
may be that placing limitations upon the maximum scale of oper- 
ations of any firm (so that no producer can alter the price at 
which he can sell the product by altering his output) would re- 
sult in no loss in technical efficiency. 

There are many other areas of production, however, where 
limitations on the size of firms will reduce efficiency — ^where the 
average costs of production of a given total output by small firms 
are in excess of those in large firms. It is easy to visualize this 
clearly if we think of the duplication of investment which would 
be involved in many firms supplying electricity to a city of 10,000. 
American economic history provides us with other examples of 
.relatively few firms of some minimum size emerging as part of 
an industry. Thus, from an initial period in the early 1900"s 
when there were several hundred firms, the automobile industry 
had "shaken down” to less than a dozen firms by 1940. One of 
the smallest (and most active) of these is the Studebaker Cor- 
poration, which indicated assets of about 38.5 million dollars at 
the end of 1940. In general, it appears that if we want to pre- 
serve the technological efficiencies which go with bigness in many 
industries, and still reduce the divergencies between social bene- 

Thus, the Standard Oil trust was dissolved^” but control of the various Stand- 
ard Oil companies remained in Bockefeller hands for many years. This was 
shown in 1929 when, in the famous proxy fight between Rockefeller and Stewart 
for control of Standard Oil of Indiana, tlie large bloc of stock wliich tiie Rocke- 
feller interests owned plus the relatively small percentage of proxies which they 
obtained was more than enough to ouWote die Stew’art interests. The four great 
tobacco companies whicli emerged from the tobacco dissolution have continued 
to follow a fairly uniform price policy, and such competition as has arisen has 
come from small or new companies. Tobacco w'ould appear to be a difficult field 
to monopolize, wdth the abundant sources of raw materials from small, individual 
producers. But competition on a price basis has not been noticeable. 
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fits and costs, we must look for techniques other than reducing 
the sizes of firms. 

In situations where competition cannot be economicalh' re- 
stored (where limitations on the size of firms cannot be estab- 
lished without markedly reducing the efiicienc}- of production), 
it may be possible to redirect monopoly by altering the condi- 
tions facing the operator. Conditions might be so changed that 
the producer would find it to his interest to act in a manner wliich 
would equate price with marginal cost (generally speaking, to 
expand output). One such technique is through governmental 
enactment of maximum prices— the long-established technique 
of the regulation of public utility rates — and otlier practices. 

Regulation. This technique is used by state public utility com- 
missions, by the Interstate Commerce Commission, and by other 
rate-making (and regulatory) bodies. The price is fixed inde- 
pendently of the producer’s output. He cannot alter the price 
by changing the amount of his production. If the price can be 
established so that it is equal to minimum average costs of pro- 
duction, the monopolist is forced to equate marginal social bene- 
fits with marginal private costs, or retire from production. 
Generally speaking, this will result in a fuller utilization of his 
plant, and a larger output at lower prices — somewhere around 
what would be the competitive level. 

The regulatory approach, however, has long posed serious dif- 
ficulties. Even if the regulators have a strong sense of public 
interest ( and are not too receptive to “courtesies” offered by the 
regulated) there may be relatively high costs entailed in getting 
the information and making the proper decisions for adequate 
regulation. There has been constant dispute between public 
utilities and regulatory commissions over the valuation of utiHty 
property as a base for rates which would yield a “faff” return. 
A fair return has been one of the subjects of disagreehient. 

From a social point of view, prices should be set so that de- 
mand and supply are equated at the point of minimum average 
cost. Consequently, the rate makers must know at least as much 
about the demands for a regulated product and its cost of pro- 
duction as do the producers. Two complete sets of experts — one 
for the producer and one for government — are required. This 
duplication may be an important cost in terms of the other things' 
wlfich one set of experts might be accomplishing. 
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Our experience with regulation bears out its limitations. Ex- 
cept in scattered areas, like Wisconsin, control of utility rates and 
practices has not been very successful from a welfare point of 
view. Some people have, in fact, given up the possibilities of 
making regulation effective;^^ others continue to argue that regu- 
lation has never been given a fair chance.^- The numerous dif- 
ficulties in redirecting monopoly through regulation are ahnost 
universally recognized. 

Subsidization (and taxation). Another possible technique for 
redirecting monopoly production would be to utilize subsidies^^ 
so producers would be encouraged to expand their output to the 
point where price is equated with marginal costs. This would 
eliminate the waste of resources which is inherent in monopoly 
itself. Producers could be induced to produce at the point where 
marginal cost equals price by paying them a subsidy per imit of 
output equal to the difference between price and marginal reve- 
nue at this output (see Figure 3). Producers would be maxi- 
mizing the difference between gross receipts (including subsidy) 
and gross expenses by producing at this level They would, of 
course, be making rather large profits. 

Presumably, it would then be possible to levy (and collect) a 
100 per cent tax on monopoly profits without disturbing in any 
way the decision of the producer about subsequent amounts 
which he would produce or supply. (See Figure 3.) Actu- 
ally, it has been recognized that any given producer might be 
quite indifferent to expansion beyond his monopoly output if he 
faced the prospect of a tax confiscatory on all ''extra-normar’ 
profits wliich he might make. To meet this objection, it has 
been suggested that the rate of tax on monopoly profits might be 
decreased as the monopolist approached more closely to capacity 
(optimum) production beyond his monopoly outputd'^ 

^See, for example, Bauer, '‘Can Utility Rate Regulation Be Made Effective?” 
Public Utilities Fortnightly, 19:797 (June 24, 1937), and Henry C. Simons, “A 
positive Program for Laissez Faire,” Public Policy Pamphlet No. iK 1934, page 11. 

“ See Thompson and Smith, Public Utility Economics, pages 622-624, New 
York: McGraw-Hm Book Co., Inc., 1941. 

Refer to Benjamin Higgins, “Postwar Tax Policy I,” Canadian lournal of Eco- . 
nomics and Political Science, 9:3 (August, 1943), pages 425 ff; D, B. Marsh, Taxes 
Without Tears, Chapters IX and X. Reference is also made to this possibility by 
Joan Robinson in Economics of Imperfect Competition, pages 163-165, The Mac- 
millan Company, 1934. Somewhat similar proposals can be found in the writings 
of Edgeworth, Pigou, and Marshall. 

For an ariffunetical example of the “all-out” subsidy-tax approach, see Marsh's 
note to Chapter X of Taxes Without Tears. 

^^See especially the treatment by Higgins, “Postwar Tax Policy I.” 
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Limited possibilities of antimonopoly fiscal policy. Criticisms 
of existing antimonopoly regulation may be admitted, yet the 
probability of fiscal action doing much better is not very great. 
First of all, it would be impossible (or nearly so) for monetary- 
fiscal agencies to make rational decisions as to the amount of 
subsidy to be given particular industries, or to firms witliin those 
industries. Furthermore, it would be difficult to determine the 
rate of taxation which should be applied to recapture excess 
profits. And it would not be easy to define a set of rules for sub- 
sidization and taxation wliich would prevent discriminator\' treat- 
ment (favorable or unfavorable) of particular producers. 

It is generally agreed that monopoly is a matter of degree, and 
that it is difficult to find business firms (with the possible excep- 
tion of firms in agiiculture ) which do not enjoy, to some extent, 
elements of monopoly protection (either in selling goods and 
services or in buying them) which affect to some extent their 
pricing and output policies.^ For durable goods, an indicator of 
the adequacy of the subsidy might be provided by inventories. 
If inventories piled up, the subsidy would be too large and oice 
versa. For services, however, there are no such guides. 

The second criticism follows from the first. Although the 
plan might get rid of regulatory rate-making commissions, the ad- 
ministration of the plan would require administrators to have 
much knowledge of the demand for any given product and costs 
of producing it. The cost of a double set of experts would be in- 
troduced all over again and the real costs of administration might 
remain relatively high.^'^ 

The role of government operation (socialization). We have 
already indicated several times that, in our economy, there is a 
strong preference in favor of private ownership and operation of 
business enterprises. Yet if business enterprise cannot be made 
to operate in the social interest by any combination of the methods 
of regulation, “restoration of competition,” subsidization, 
government should carry out its responsibilities for the social 
welfare by taking over specific business enterprises when neces- 
sary. 

“ Even the established corner grocer gams to some extent from the fact that he 
has a clientele of customers who have some degree of preference for him over 
similar firms. 

is interesting to nt>te that Joan Robinson labeled the idea “ingenious, 
though impractical’ Economics of Imperfect Competition, page 163. 
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Figure 3 

Efifeas of a Subsidy on Monopoly Output 


Di is the demand schedule for the monopolists’ product, MRi is the 
marginal revenue curve and MC is the marginal cost curve. Profit is 
maximized where MC — MK], Le. at output OXi, where the price will 
be OPi. However, consumers’ welfare would be increased if the 
amount which they are willing to give up (the price per unit of the 
product) is equal to tlie (marginal) cost per unit of output. At this 
point the amount OXo would be produced, and tlie price would be 
OFo. 

The monopolist could be induced to produce output OX2 if he were 
to be paid a subsidy of NS { = XoN) per unit of output. His new 
average revenue schedule would then be Do, and his marginal revenue 
curve would be MRo. His profit would be at a maximum where MRo 
= MC, Le. at output OX2, where his average receipts would be OP2 + 
NS, and his profit per unit of output would be VS. 

This profit can be captured without reducing his output by levying 
a tax slightly less than KVST. The tax must be a fixed amount and be 
independent of output. At no level of production other than OX2 is he 
as well off as at output OX2, either before or after the tax. 
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Since government is not interested in maximizing profit from 
the production of goods and services, it could conduct its oper- 
ations in such a way that price and marginal cost were equated. 
All of its costs of producing a particular good or ser\ ice would be 
covered if it followed this rule. A go\'ernmentall\' operated 
enterprise need not be ‘"subsidized” by transfers from general 
taxation. Duplication of administrati\’e skills — one set in in- 
dustry and another in government — would not be requh'ed. 

Much of the benefits provided by go\'ernmental operation 
might follow from government production^of onlv a part of the 
total output of the good or service. By equating price and mar- 
ginal cost, the price charged by government would be lower than 
that previously charged by a pri\ ate producer — assuming com- 
parable cost conditions between governmental enterprise and 
private enterprise producing the same good or service. Govern- 
mental operation — subject to the condition that the administra- 
tor must always try to equate price and marginal cost — would 
alter considerably the character of the demand for the product 
of a competing private producer. Unless consumers were not 
willing to substitute governmentally produced goods for privately 
produced goods, the demand for the private producers’ products 
would become considerably more elastic.^^ 


Preferences for Private Production Can Be Considered 

In the preceding analysis we have assumed that where there is 
a choice between production of a good or ser\ice in the public or 
the private economy the total product will be maximized when the 
job is done by the unit which can do it most efficiently. But the 
problem is more than just efficiency. We have assumed that 
there is a marked preference for having things done privately 
rather Than by government in tire United States. This means 
that people would be willing to sacrifice some product in order 

^TVA had a marked infiuence in demonstrating drat die demand for electric- 
ity was relatively elastic in addition to increasing the elasticity to prh^ate pns- 
ducers. The low-rate policy of die TVA has resulted in a sharp reduction in 
rates and a great expansion in die purchase of electricit>^ from private power 
concerns in the areas of the Southeast adjoining those ser\ed by the TVA. 
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to have it produced in the private economy rather than by gov- 
ernment. 

The intensity of these preferences for privately produced prod- 
ucts o\'er government products can be readil}" determined where 
go\’ernment and private producers are turning out the same 
things and are selling them in a free market. If the products 
are identifiable and consumers are willing to pay more for the 
privately produced products^ the private products will sell at 
higher prices than the government products. If there were no 
such preferences and units of the product are otherwise identical 
except for their having been produced publicly instead of pri- 
vately, there would be no price differences. If government 
products were preferred, they would bring higher prices. 

Imagine that consumers in a given area had a choice between 
purchasing electric powder from a government source or a private 
power company. If consumers were, on the average, willing to 
pay 3 cents per kilowatt hour for 100 kilowatts purchased from 
government and 4 cents per kilowatt hour for 100 kilowatts pur- 
chased from the private producer (the quality of the service 
being exactly the same in both instances), we could readily say 
that a decided preference existed for privately produced electric 
power. Government would have to be able to produce more than 
one and one-third times as efficiently as private producers before 
the total (value) product could be increased by shifting resources 
out of private electric power production and into government 
production of electric power. 

Sometimes preferences may not be expressed by differences in 
relative prices which consumers are willing to pay for govern- 
mentally as compared with privately produced goods. How- 
ever, such preferences may be indirectly expressed in an indi- 
viduaFs willingness to pay additional taxes to give tax relief to 
private industry although he might not be willing to pay in- 
creased taxes to subsidize government operation. 

For example, city dwellers might not be willing^ to pay addi- 
tional fare to ride an electrified rather than a coal-burning train* 
Still, because of the smoke nuisance they would prefer the train 
to be electrified. They might be willing to encourage private 
industry to electrify its line through granting it tax relief for 
which they would compensate by paying higher taxes. At the 
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same time they might not be willing to pay higher taxes to pcnnit 
government to take over the line and electrify it. 

Where the products of goveniment are not being sold — as is 
true of most governmental services — these preferences for pri- 
vately produced or go\'ernmentally produced products cannot be 
readily measured. Relative prices which consumers are wiliin" 
to pay for given quantities cannot be compared. If such prefer- 
ences can be determined, however, they can be considered in 
allocating resources between the private and public economies. 

Government Expenditure and Full Employment 

The assumption that the resources winch are used by govern- 
ment otherwise would be used by the private economy mav not 
always be realistic. Although in earlier chapters we have luged 
that fiscal measures to encourage full employment be primarily 
steps to assure adequate markets for the products of the private 
economy, we have also pointed out this approach could lead to 
inflation rather than full employment. In the e^’ent we in the 
United States choose to use the fiscal system to stabilize the gen- 
eral level of prices, direct action upon the level of employment 
may be necessary. Such direct action could be provided by gov- 
ernment’s expanding or contracting its role as producer and em- 
ployer. 

Planned flexibility in fiscal policy primarily through variations 
in tax revenue. As we have indicated previously, it probably is 
not desirable to vary expenditures for resources in order to affect 
employment, if the necessary surplus or deficit can be attained by^ 
altering tax collections. If eflBciency in the allocation of re- 
sources is a consideration, governmental expenditure for re- 
sources should be determined by the relative contributions of 
governmentally and privately used resources. Assume that there 
is a generally agreed division between governmentally used and 
privately used resources so that the total product could be at a 
maximum when resources were fully employed. Governmental 
purchase of additional resources for the purpose of increasing em- 
ployment would result in a smaller total product than could be 
achieved if these resources could be put to employment in the 
private sector of the economy by other teclmiques. Decreased 
governmental use of resources in order to reduce inflationary pres- 
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sure would result in a smaller total product — if inflationary pres- 
sures could be diminished by draining off spending power 

Increased taxation is certainly capable of draining off spending 
power and thus diminishing inflationary pressure. Reduced tax- 
ation may be capable of adding considerable strength to markets, 
tlius promoting increased employment. Taking the various 
factors into consideration, we have concluded ( Chapter VI ) that 
reducing governmental expenditure appears undesirable as a 
means of combating inflationary tendencies. The same objective 
can be achieved by increasing taxes. As a way to encourage em- 
ployment, tax reductions also appear more desirable than increases 
in expenditure — if tax reductions are effective in encouraging 
people to increase their expenditure for goods and services. 

Outline of a public expenditure program. It was noted in 
Chapter VI, however, that tax reductions may not be capable of 
bringing the economy out of a deep depression. If a condition of 
serious depression is encountered, direct public employment 
may be necessary. This makes it desirable for us to outline a 
program for a flexible fiscal policy emphasizing expenditure as 
stated by perhaps its best known proponent of recent years, Pro- 
fessor Alvin H. Hansen.^® His general position is that "public 
outlays — ^properly financed — ^may indirectly influence [Note: He 
means increase] the total volume of outlays (private and public) 
in that they tend to increase private consumption outlays and pri- 
vate investment outlays. Public outlays may have an effect very 
much greater than the income stream directly created.’’ 

This stimulation may be accomplished in several ways: 

(a) Increasing private consumption by pubKc outlays on free serv- 
ices, such as education, roads, parks, health facilities, and so 
forth. If there are many free services, an increase in mass con- 
sumption occurs as a result of the redistribution of income. 

So, too, the pattern of transfer pa 3 nnents should be designed to help achieve 
what social policy has defined as a ‘‘desirable*' income distribution, (See Chap- 
ter X. ) 

^Of his many statements on fiscal policy and public expenditures, one of tlie 
most recent, and probably the best on the subject of expenditure is found in 
“Fiscal Policy for Full Employment,” a pamphlet of 23 pages published in 1946 
by the Institute of Economic Affairs (formerly the Institute on Postwar Reconstruc- 
tion) of New York University. The remarks made here are a very brief statement 
of his program for public expenditures as outlined m that pamphlet, page 4. 
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^b) Subsidization of mass consumption. The possibilities here 
center around expansion of public housing, grant of family al- 
lowances, underwriting of a minimum food budget, actual sub- 
sidization of low-income groups in depression periods to aid in 
purchase of consumer durable goods (like furniture and re- 
frigerators), focusing agricultural programs on income supple- 
ments. 

(c) Expansion of public outlays on investment. Principally, these 
areas are found in urban redevelopment and housing, resource 
development along tlie lines established by the TV A. expansion 
of road improvements and of government lending to finance 
rural electrification, private housing, and international develop- 
ment. 

Comparison and contrast between Hansen and this book. It is 
of some interest to note that much of what Hansen has suggested 
has also been advocated as a productive use of resources in this 
book. Part of what he suggests relates to limitations on eco- 
nomic inequality tlirough fiscal policy, which is the subject of the 
next chapter. The main difference is that we have urged that 
public expenditures for resources be evaluated in terms of their 
allocative effect upon the total product, and that flexible tax 
policy be used to encourage employment. Hansen is inclined to 
doubt that reducing taxes will be very effective in combating 
deflation. He believes programs of government e.xpenditure must 
be blueprinted so that they can be rapidly expanded in times of 
unemployment. Apart from tliose who believe that the budget 
should be balanced at all times, regardless of economic conse- 
quences, it may fairly be said that the twm approaches contrasted 
above are the main fiscal approaches of economists today to the 
problem of full employment. 

We wish to emphasize that a slump may develop so rapidly that 
tax flexibihty or variability in transfer payments may not be 
suflBcient to reverse this slump. Direct action by government 
upon the level of employment might be necessary. Proxisions 
for such measures as a ^'second line of defense should be made in 
advance. Such measures would include various public works 
projects. Plans for such projects as a “second line of defense’ 
should be made in advance. However, tliese projects should be 
such that they contribute to social productivity as well as em- 
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ployment. Highway improvement, in addition to that which 
otheiwdse would have been made, falls in this class. 

Summary 

In this analysis, we have not been able to indicate the exact 
proportion of the nation’s total resources which should be used 
by government to produce goods and services.^^ Decisions relat- 
ing to this division are, in the final analysis, made politically. But 
we have tried to indicate some of the relevant factors which enter 
into an evaluation of government expenditxure. 

In general, it can be said that the total product from a given 
amount of resources is maximized when the value of the marginal 
product of a resource is the same in all of its various uses. This 
criterion is not satisfied in the private economy when monopoly 
prevails (unless the “degree of monopoly” is the same in all in- 
dustries ) . The techniques which we have discussed as ways of 
reducing the structural maladjustments resulting from monopoly 
included (1) restoration of competition, (2) regulation, (3) sub- 
sidization, and (4) government operation. Where the efficien- 
cies of large production xmits are not relatively greater than those 
of small units, restoration of competition by breaking down the 
large units into small ones would not interfere with efficient 
production. However, where there are marked economies from 
large-scale production, the case for government operation — at 
least along tihe “yardstick” principle — ^is a strong one. Although 
regulation and subsidization appear to offer opportunities for 
inducing producers to act more in the social interest, regulation 
has not proven satisfactory. And subsidization poses important 
practical problems. 

Other areas in which governmental use of resources which could 
be used by the private economy may yield high returns include 
(1) those in which government has definite advantages in pro- 
duction and (2) those in which social benefits are imderestimated 
by the price mechanism in a free market. Both of these are 
areas in which government is now participating. Operation of 
the highway system is an example of an area in which government 

^ Nor have we tried to say what the level of transfer paj^nents should he. To 
the extent that we can draw conclusions about transfer pa)nnents, we shall do so 
in Chapter X* 
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production is likely to be more efficient tlian prh ate production, 
while public education is an illustration of go\'emraent operation 
in a field where social benefits are underestimated in the market. 
If the educational system were privately operated exclusi\ ely, the 
amount of educational services provided would be much smaller 
than would be socially desirable. The benefits of education are 
widely disseminated, but the individuals being educated are will- 
ing to pay for only the benefits wliich they expect to receh’e. 
Other services of government — legislation, public healtli, and 
protection, for example — ^fall in the same category. 

Where the resources would be emploijed in the pri\’ate econ- 
omy but actually are not being utilized, their use by government 
does not necessitate sacrificing other products. Although we pre- 
fer to encourage fuU employment by acting upon markets, direct 
action upon employment may at some times be necessary. A 
blueprint of a public expenditure to be used in the event markets 
caimot be strengthened through changes in tax collections was 
outlined in the final section of this chapter. 
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CHAPTER X 


FISCAL POLICY AND ECONOMIC INEQUALITY^ 

E veryone is aware that all income" receivers in the United 
states do not receive incomes of the same size. The extent 
of income inequality in the United States during the middle 
1930’s is pointed out in a well known study of income distribu- 
tion.®* This study indicated that tire top 1 per cent of consumer 
units received about 14 per cent of total consumer income. The 
top 2 per cent received about 18 per cent of the total. The bot- 
tom 46 per cent ( consumer units with annual incomes a\ eraging 
$1,000 or less) received only 18 per cent — tire same proportion 
as the top 2 per cent. Although annual total consumer income 
during the war averaged more than twice total consumer income 
in tire year during which this study was made, the upward move- 
ment of the total income did not remove the wide variations in 
the distribution of personal incomes."* This is trire eveir after 

^ Although this chapter is primarily concerned wdth the distribution of personal 
incomes, the distribution of the ownership of resources — the disbibution of 
^'wealtli” — must also be considered. Policies which influence the pattern of re- 
source ownership also influence tlie personal income distribution. More equality 
in the pattern of resource ownership would automatically bring witli it greater 
equality in the distribution of personal incomes. The largest single source of 
income for incomes of $100,000 per year and over is income from property. 
Some writers believe that fiscal controls to check inequality should center around 
“wealth control” and should rely heavily upon techniques such as inheritance 
taxation. 

^The term personal income (except as otherwise indicated) is used in this 
chapter to describe the flow of money as well as tlie flow of goods and senices 
involving no monetary exchange. For example, the income of a wage-earner 
owning tlie house in which he fives would include tlie net value of senices pro- 
vided by the house as well as the worker^s money wage. The income of a farmer 
would include the value of goods produced for home consumption. Some ele- 
ments of income, those frequently called “psychic” income and measurable in 
terms of differentials in income as we have defined it, are omitted by diis defini- 
tion. 

® U. S. National Resources Committee, Consumer Incomes in the United States, 
1935-36, Washington, 1938. 

^ No simple and acceptable measure of inequality’ in the distribution of income 
has as yet been devised. Inequality^ must be measured with reference to some 
standard or norm. The norm of absolute equality is frequently used. Graphic 
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the relatively high wartime income taxes have been accounted 
for. Statistical summaries of several studies on income distribu- 
tion are gi\’en in Table 12. 


Table 12 

Distribution of Personal Incomes in the United States 


Size of Income 

Per Cent of Total Income 
Receivers 

Per Cent of Total Income 
before Taxes 

1935-36- 

194P 

1944- 

1946^ 

1935-36 

1— A 
CD 

1944 

0-31,000 . , . 

46.5 

35 

32.1 

17 

18.2 

9.0 

12.2 

31,000- 2,000 . . . 

35.3 

30 

36.2 

23 

33.0 

21.0 

27.0 

2,000- 5,000 . . . 

15.8 

30 

28.1 

50 

29.1 

42.0 

41.6 

5,000 and over 

2.4 

5 

3.6 

10 

19.7 

28.0 

19.1 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 


° Data are derived from United States National Resources Committee, Con- 
sumer Income in the United States, 1935-36. 

^ From “Spending and Saving of the Nation’s Families in Wartime,” Monthly 
Labor Review, October, 1942, page 701. 

Derived from estimates submitted by the Division of Research and Statis- 
tics, United States Treasury, and presented in House Hearings on Revenue 
Revision of 1943, page 21, 

^ Data are from “Survey of Consumer Finances,” Federal Reserve Bulletin, 
June, 1947, page 652. 

^ Reference is to net money income. 


It takes but a moment s reflection to realize that the collecting 
and spending of money by government tends to alter the distribu- 
tion of personal income. For example^ fimds collected through 
progressive income or inheritance taxes and used to pay part of 
the costs of direct relief reduce the incomes of high-income re- 
ceivers and increase the incomes of low-income receivers. When 
one considers the maze of activities involving governmental ex- 
penditure or t^ation, it is clear that only by chance will an 
individual citizen s contribution to the public economy exactly 
equal the benefits he receives in money or in public services. 

The most ^'desirable"’ income distribution is only in part an 
economic problem. Support for greater equality in income dis- 

representations o£ given income distributions and comparisons with an equali- 
tarian distribution can yield fairly good pictures of the extent of inequaliiy. Re- 
fer to Mary Jean Bowman, “A Graphical Analysis of Personal Income Distribu- 
tion in the United States,” The American Economic Review, Vol. XXXV, No. 4 
(December, 1945), pages 607-28 and to Dwight Yntema, “Measures of the In- 
equality in the Personal Distribution of Wealth of Income,” Journal of the Ameri- 
can Statistical Association, Vol. 28 (1933). 
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tribution in a democratic society stems largeK’ from the wide- 
spread personal belief that gross inequaUties are unfair and un- 
just. Such beliefs must be recognized regardless of their validity 
if democracy is to continue to function. Evidence of the exist- 
ence of such beliefs is presented in the popular support for 
pohtical policies designed to reduce inequality. Economics, 
however, may contribute to a determination of desirable income 
distribution in so far as mcome distribution may affect output and 
employment. 

Before we discuss in more detail this problem of desirable 
income distribution we will briefly describe the distribution of 
personal income in the United States, indicate some factors which 
determine the relative sizes of personal incomes and thus lead 
to inequalities, and point out how fiscal activities have altered tire 
distribution of personal incomes. We can then discuss the 
problem of a desirable income distribution and indicate how 
fiscal policy can help to achieve this distribution. 

Personal Income Distribution in the United States 

We have already referred to the inequality in incomes noted 
by the study of consumer incomes in 1935-36.® Although the 
increase in national income dirring the war years raised the level 
of income for many income receivers, it did not break the pattern 
of inequality which previously existed. The consumer income 
study found that one third of total consumer units received less 
than $780 each per year in 1935-36. A study made by the 
Bureau of Labor Statistics found that 35 per cent of income units 
received money income of less than $1,000 in 1941.“ For 1944, 
a year in which national mcome had increased to a new peak, the 
United States Treasmy estimated that 32.1 per cent of income 
recipients would have incomes (before income taxes) of less than 
$ 1 , 000 .'' 

There was a decided upward drift in national income during 
the war (as Table 12 clearly indicates), but this increase did not 

S. National Resotirces Committee, Consumer Income in the United States, 
19S5-86> Washington, 1938. 

®*‘Spending and Saving of the Nation's Families in Wartime,” Monthly Labor 
Review, October, 1942, page 701. 

The total income of recipients of less than $1,000 was expected to be 12,2 per 
cent of total income (before taxes). See reference to these estimates in Table 
12, supra. 
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eliminate eitliei’ exti’emely high or extremely low incomes. Dur- 
ing the war years, as in 1935-36, the bulk of national income 
continued to be received in the intermediate income brackets. 
In 1944, 68.6 per cent of the national income was received by 
those in income brackets between $1,000 and $5,000. This com- 
pares with 62.1 per cent for the same brackets in 1935-36. 

Studies of income distribution in years prior to the 1930 s indi- 
cate inequalities similar to those shown by the later studies.^ 

Factors Determining the Distribution of Personal Incomes 

All of these studies suggest that there are basic personal or so- 
cial factors which tend to produce inequalities in personal in- 
comes. In an economy where income is received primarily from 
the sale of productive agents or the sale of the services of produc- 
tive agents, two important factors tend to bring about inequalities: 
( 1 ) differences among individuals in the value of personal talents 
or skills which each possesses and (2) differences in the amounts 
of income-producing property held by various individuals. Cin- 
ema actresses usually receive larger incomes than ditchdiggers 
because the movie actresses’ "skills” are priced much higher than 
those of the ditchdigger. The income of a Rockefeller heir may 
be high because of his equity in income-producing property. In 
1942, "property income” constituted the largest portion of our 
really large incomes and a substantial portion of incomes in ex- 
cess of $10,000 per year. (See Table 13.) 

In the absence of a government providing money or services to 
and collecting money from individuals ( let us make this unreal- 
istic assumption for a moment), the pattern of income distribu- 
tion would depend entirely on the kinds and amounts of resources 
— ^income-producing property and personal skills owned by vari- 
ous individuals — and the prices they could get for making these 
resources available for production. Government, however, modi- 
fies this distribution pattern by acquumg resources and using 
them to perform a wide range of government services, often 
directed largely toward the lower-income groups. Government 
programs to underwrite a minimum level of nutrition, housing, or 
health are examples. Government may also add directly to the 

® See National Biireau of Economic Hesearch, Income in the United States, Its 
Amount and Distribution, 1B09-19, New York: Harcoirrt, Brace & Company, 1921, 
and other studies made by the National Bureau. 
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money incomes of certain groups through such pa\inents as 
pensions to veterans, benefit payments to agriculture, or provision 
of unemployment relief. To finance such acti\ ities, as well as its 
regular general benefit” functions, government tvpicallv sub- 
tracts taxes from the incomes which inclhicliials receive, although 
other forms of financing are also available. 

How Government May Alter Income Distribution 

Tliis brief description of the manner in which personal incomes 
are determined suggests three basic techniques by which the 
government may alter the distribution of incomes. These will be 

Table 13 

Sources of Income Reported for Federal Taxation by Individuals and 
Fiduciaries for the Taxable Year 1912‘ 


(in percentages of total income for each class) 


Net Income 
Class 

Personal 

Compen- 

sation 

Property 

Income 

Mixed i 
Income | 

^ Olhei 
Income 

TotaV* 

Under $5,000 

79.9% 

6..5% 

13.2% i 

0„-)% 

100.0%. 

$5,000- 

52.1 

14.5 ! 

32.6 1 

0.8 ^ 

100.0 

$10,000- 

40.5 

22.3 

36.4 1 

0.8 

100.0 

$25,000- 

34.9 

28.4 

36.0 1 

0.7 

100.0 

$50,000- 

28.0 

33.0 

38.1 1 

0.8 1 

100.0 

$100,000- 

19.3 

39.4 

40.6 ’ 

0.7 ^ 

100.0 

$150,000- 

14.4 

43.8 i 

41.4 

0.4 

100.0 

$300,000- 

7.8 ; 

46.3 

45.6 

0.3 

100.0 

$500,000- 

3.6 

62.8 

33.5 

0.1 

100,0 

$1,000,000 up ... . 

1.2 

73.0 

25.8 

0.1 

100.0 


These data were derived from Staiistics of Income for 1942, Part I, pages 
160-165, issued by the United States Treasur\" De^-r.rtment. Bureau of Internal 
Revenue, Washington, D. C., 1945. They do 'm! laclude a large number of 
returns filed for 1942 under short Fonn 1040A, optional for individuals whose 
gross income (from certain sources) did not exceed S3, 000. Statistics of Income 
did not provide a detailed breakdown of income by sources for those using 
1040A, nor differentiation between gross and net income. Property Income as 
defined above includes the sum of dividends from corporations; interest; rents 
and royalties; dividends on share interest in Federal building and loan asso- 
ciations; net gain or loss from sales of capital assets (reported figures on net 
gains minus reported figures on net losses); net gain or loss from sales of prop- 
erty other than capital assets (reported figures on net gains minus reported 
figures on net losses); and income from fiduciaries. Mixed Income is the sum of 
business profits minus business losses (for unincorporated business units, mainly 
proprietcu'ships and partnerships). Other Income includes various miscellaneous 
sources, such as income from gambling profits and from prizes. All returns re- 
ported above are laxalile returns. Property income was relatively unimportant 
in the noiitaxablc returns. 

^ Totals do not add exactly, to 100, due to rounding. 
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described briefly here and appraised critically at the end of the 
chapter. 

First of all, government may change the pattern of resource 
ownership — by levying death and gift taxes or by placing limits 
upon the amounts of income-producing property which an in- 
dividual may own, for example. Thus, a socialist state sets sharp 
limits to the ownership of income-producing property since the 
state itself owns most of such resources, and distributes the in- 
come from income-producing property tlmoiigh a social dividend. 

Second, government may try to alter the pattern of resource 
prices, thi*ough establishing minimum wages or minimum prices 
for certain products. Third, government may alter personal in- 
comes independently of resource ownership or resource prices by 
personal income taxes or by creation of purchasing power on the 
one hand and by public expenditure on the other. Progressive 
personal-income taxes tend to reduce proportionately more the 
incomes of high-income receivers. Direct payments to or provi- 
sion of government services for lower-income groups can be 
made. 

Changing the pattern of resource ownership. The fiirst of these 
methods — changing the pattern of resource owmership — can be 
accomplished chiefly tlirough death and gift taxes. This tech- 
nique of social policy has become increasingly acceptable during 
the last century.^ It has been contended that death and gift 
taxation attacks an unjust ty^e of inequality, based primarily on 
status. Thus, it has been suggested that B has no reasonable 
claim to a running head start over A simply because someone of 
an earlier generation accumulated a fortune tlxrough eflficiency 
and industry and transmitted it to B. There has been the claim, 
too, that death taxation, as compared with income taxation, 
should have a smaller eflFect on incentives to invest or prodqce, 
because the tax does not currently reduce the fruits of economic 
activity.^^ On the other hand, it is generally agreed that not 
until existing loopholes (particularly in the use of various trust 
devices) are greatly reduced and exemptions sharply lowered 

® See John Stuart Mill, Frinciples of FoUticd Economij, and Adolph Wagner, 
Lehrbtich der politischen Oekonomie, VI, Tlieil II (2nd edition, 1890), pages 
381-85 et passim. 

These arguments will be examined in some detail in Chapter XVII. 
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can Federal death and gift taxes be \'ery effecti\'c in checking 
inequalityd^ 

Acceptance of public policy to reduce inequalities in income 
and in wealth is further evidenced by a general recognition of 
public responsibilit}^ in providing equalit}^ of educational oppor- 
tunity. There is a widespread belief that each citizen should 
be given an adequate opportunity to disco\’er and develop his 
personal talents. Such opportunities can be expanded and 
divorced from income status through public education^” Educa- 
tion can be considered as a form of (immaterial) property. 
Equalization of educational opportunity ma}’ thus be looked upon 
as a means of equalizing property omiership. 

Changing the pattern of resource prices. Changing the pattern 
of resource prices (tlie second technique by wliich government 
may alter income distribution) is accepted less among economists, 
but is relatively popular' among politicians. Minimum wage 
legislation, parity prices for farm products, and similar techniques 
are all directed toward altering the distribution of personal in- 
comes by altering relative product or resource prices. Minimum 
wages tend to reduce discrimination in rates of pay for compar- 
able work. But minimum ’wages can be set so high as to inter- 
fere with the kind of allocation of labor which will result in the 
'iDesf production patternd^ Similarly, parity prices for agricul- 
toal products may encourage production of too much of some 
products and too little of others, since “parity” itself has been 
based on an historical price relationship which long ago has been 
outmoded by shifts in demands and costs. 

In general, trying to alter income distribution by altering re- 
source prices tends to interfere with an allocation of resources in 
line wifii current consumer preferences.^^ There is not even any 
assurance that a more equal distribution of income wiU result 

^ Thus, tliere is a fiat exemption of $60,000 under the Federal estate tax, which 
automatically excludes most estates from taxation. 

^This overlaps with public pohcy designed to reduce inequality by methods 
Independent of resource ownership or resource prices. 

By “best” production pattern, we mean the one most in line with consumer 

-rferences. Refer to Chapter I. 

“Interference” with prices, particularly where monopoly is prevalent or where 
. _:ces are so uncertain that they do not adequately guide production, may improve 
' esource allocation. Note, however, that resource allocation rather tlian income 
distiibution should be the primary economic consideration in favor of price inter- 
terence by governmeirt. 
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from such procedures. Individuals owming larger amounts of th«w 
resoui’ces whose prices are raised are made better oflf than indh 
viduals who own smaller amounts of these resources. Unless 
it is possible to pay higher prices for the resomces owned by the 
low-income groups than for the same kinds of resources owned 
by the high-income receivers, the distribution of income will not 
necessarily be made more equal. 

Working directly on the si 2 e of income. The third approach — 
altering within limits the distribution of income independently of 
resource ownersliip and resource prices — may have the fewest 
unfavorable effects upon our abihty to reach other goals of social 
policy. The increased acceptance of progressive income taxation 
in providing funds for governmental services conferring general 
benefits has characterized American public finance, particularly 
since the Federal income tax amendment of 1913.^^ Use of the 
progressive income tax carries with it implicit acceptance of the 
tax as an instrument of income redistribution. On the expendi- 
ture side, government outlays may operate directly to affect in- 
come distribution. Many such expenditures — those for “ade- 
quate’" nutrition, health, and housing, for example — operate to 
reduce inequality. Other types of expenditure, especially inter- 
est payments on the national debt, tend to increase inequality. 
A direct advantage of working directly on the size of income is 
that this makes the size of income itself rather than the status of 
the income receiver as “worker,” “farmer,” or “capitalist,” the 
central criterion for redistribution. 

The Extent to Which Government Has Altered Distribution 
of Personal Incomes 

The increasing ratio of governmental expenditure to total ex- 
penditure and the increasing reliance upon progressive personal- 

^ Dr. T. W. Schultz provided evidence o£ this when, in reporting on results o£ 
the 1939-1940 Iowa Farm Sample Survey, he pointed out that, in 1939, govern- 
ment payments to Iowa farm operator's v.’ore distributed as follows: Upper tliird 
in net income, $350; middle rlvrd. SWvj; lower third, $153 (average amounts 
paid). See T. W. Schultz, ‘Economic Effects o£ Agricultural Programs,” Ameri- 
can Economic Review, 30: (February Supplement), 127-154, 1941. 

Strictly speaking, the present personal-income tax movement began with the 
Wisconsin state income tax of 1910, but received its major support with the 
passage of tlie income tax amendment. We have already mentioned the use of 
the tax at the Federal level between 1861 and 1872. Its use w^as again attempted 
in the income tax act of 1894 — an act which had wide popular support but was 
declared unconstitutional. 
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income taxation in the United States ha\'e prompted in\ esti 2 ;ation 
of the effects of go\'ernmental fiscal acti\'ities upon our distribu- 
tion of income. One of these studies^" analyxed the effect of 
Federal government expenditures and tax withdrawals upon in- 
come distribution for the decade 1930-1939. This stud\- con- 
cluded that, during the thirties, the lowest third of income 
receivers obtained direct income from Federal expenditures 
amounting to about 27 per cent of these expenditures, altliough 
they paid only 5 per cent of all Federal taxes. Receiving 10.4 
per cent of aggregate income in 1935-36, the bottom third also 
received an estimated 27.1 per cent of their total income from 
Federal expenditoes during the thirties. On the other hand, 
the lai-gest income group used by Stauffacher (815,000 and 
over)^® received about 17 per cent of Federal e.xpenditures during 
the thirties, although paying nearly 40 per cent of total Federal 
taxes.’^® These data indicate that Federal fiscal activities exer- 
cised a considerable redistributional effect in favor of the low- 
income groups. This might have been expected in view of the 
relief and public works programs undertaken by the Federal 
government during this period. ' 

A second conclusion reached by this study was that tire real 
swing in favor of the low-income groups was primarily a result 
of income creation through government deficit financing. “The 
aggregate of the excess of income payments over tax withdrawals 
in the first five income groups (those below $5,000) is nearly 


^^See Charles Stauffacher, “The Effect of Governmental Expenditures and Tax 
Witlidrawals Upon Income Distribution, 1930-39,” Public Policij, Yearbook of the 
Graduate School of Public Administration, Harv'axd University, Cambridge, Mass- 
achusetts, 1941, pages 232-261. 

Taken from the study on Consumer Incomes in the United States, 1935-36, 
made by the National Resources Committee. Stauffacher relied heavil)' on tlie 
findings of tliis study. 

'■’Charles Stauffacher, ibid. Stauffacher’s methodology was briefiy tliis: {a) he 
used the findings of die Consumer Income and expenditure study for 1935-36 as 
the anchor for his estimates on income distribution during the entire decade. ( b ) 
He followed rather orthodox assumptions as to tax incidence in estimating the 
distribution of the tax load. Thus, he placed the entire corporate income tax on 
die stockliolders and assumed that internal revenue excises were shifted forward 
in their entirety, (c) He allocated government expenditures according to a 
pattern of direct flow. Thus, Stauffacher concerned himself with where govern- 
ment money went, in transfer payments, Tvages and salaries, and expenditures for 
materials and supplies. He could have gone on to analyze the distribution of 
benefits from government services, but chose not to do so {probably for reasons 
of analytical difficult}’ ). Such analysis would doubtless Iiav^e revealed a further 
redistributional effect beyond the one which Stauffacher isolated. 
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equal to the amount of Federal borrowing during the period.” 
This means that much of the improvement in the incomes of the 
low-income gi'oups was made possible by an expansion in the size 
of the national income and consequently did not involve reducing 
tlie incomes of high-income receivers. In fact, the incomes of 
high-income receivers may have been increased as a result of the 
expansion in national income. 

The other important recent study relating to income distribu- 
tion deals with the incidence of taxation — Federal, state and 
local.“^ Some of the results of this study are summarized in 
Table 14. They indicate that when the incidence of state and 
local as well as Federal taxes is considered, the proportion of in- 
come taken from the low-income groups by taxes in 1941 was not 
very different from the proportion taken from the middle-income 
groups. In that year, the effects of an essentially progressive 
Federal tax structure were counteracted by the regressive charac- 
ter of state and local taxation, there being no marked over-all 
progression imtil income exceeded $5,000. The data in Table 12 
indicate that only about 5 per cent of income receivers obtained 
as much as $5,000 in 1941. In more recent years, however, de- 
creases in Federal personal-income tax exemptions and increases 


Table 14^ 


Estimated Consumer Income and Tax Incidence, 1941 


Consumer Income Classes . Taxes as Percentage of Income^' 


Under Si,000 16.0 

$1,000-2,000 15.5 

$2,000-3,000 15.8 

$3,000-4,000 16.2 

$4,000-5,000 18.5 

$10,000 and over 28.4 


“Taxes include “imputed’* taxes, especially death and cor- 
porate profits taxes, and income includes estimates of the value of 
home-produced food, rental values of owned homes. The accept- 
ability of the percentages hinges largely upon the accept ability?' of 
the assumptions which are made in analyzing the moidcMice of vari- 
ous taxes. 


^Charles Stauffacher, “The Effect of Governmental Expenditures and Tax 
Withdrawals Upon Income Distribution, 1930-39 ” page 260. 

^ Helen Tarasov, Who Does Pay the Taxes? New School for Social Research, 
1942. Earlier work along this line was conducted by Gerhard Colm and Helen 
Tarasov, See “Who Pays the Taxes,” TNEC Monograph 3, 1940. By '“inci- 
dence” is meant the “final” resting place of a tax. For discussion of incidence in 
some detail, see Chapter XIL * 

^ Data are from Helen Tarasov, Who Does Pay the Taxes? New School for 
Social Research, 1942, page 6. 
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in personal income tax rates together with stiffcr corporate-profits 
taxation during the war period have made the or er-all tax struc- 
ture more progressi\-e than it was in 1941. 

With the Federal go\ ermnent collecting from 25 to 30 billion 
dollars annually in tax revenues during the 1950's, the progressive 
income tax will be of much greater relati\e importance in de- 
termining the character of our tax system than it was before the 
war. Marked progression in the percentage of income taken by 
taxes (Federal, state and local) may begin around 83,000 instead 
of at 85,000 as was true in 1941. 

A higher level of Federal expenditure will also tend to exercise 
a greater influence upon income distribution than did prewar 
Federal spending. A considerable part of Federal expenditure 
will provide each citizen with essentially the same benefits. Ex- 
penditures for national defense and for general government fall 
largely into this category. With Federal expenditures at between 
25 and 30 billion dollars annually, about one-half of this total 
probably will be kinds of expenditure that will exei't relatively 
little redistributive influence."® 

About half of total Federal expenditure:, how^ever, will have 
definite redistribution repercussions. Some items will tend to be 
directed largely toward low-income groups such as pensions and 
other veteran costs, narrowing the dispersion of the distribution 
of income. Other items will be directed largely tow^ard high- 
income receivers and will tend to widen the dispersion of the 
income distribution. 

Interest on debt and income distribution. The main item of 
government expenditure which flow's largely toward the upper- 
income groups is interest on government debt. Interest on 
Federal debt has been estimated for fiscal year 1947 at about 5 
billion dollars, and interest on state and local debt was running 
at about 650 million in 1945. Data on the distribution of final 
ownership of public debt by income groups are quite incomplete. 
The data that are available, however, indicate tlrat the bulk of 
government debt is held directly by individuals with larger than 
average incomes or by agencies in which persons with liigh in- 
comes have controlling interests. Analysis of consumer incomes 
indicates that families with less than $3,000 annual income saved 

See Levs-is H. Kimmell et at, Fostwar Fitad 'Requirements, Washington, D. C: 
Brookings Institution, 1945. 
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relatively smaU amounts prior to the war.-'^ There is little to 
indicate that wartime spending and saving patterns have been 
altered toward a substantially larger volume of savings by low- 
income groups.-^ 

Of the approximately 260 billion dollar interest-bearing Federal 
debt outstanding at the beginning of 1946, about tliree-fifths was 
held by banks, insurance companies, and other agencies in which 
the equities of large-income receivers exceed the equities of small- 
income earners. Less than one-fifth of the debt (47.5 billion) 
was made up of savings bonds, the kind of issue mainly held by 
individuals. Only about half of this 47.5 billion dollars of savings 
bonds was issued in denominations under $500.^® It seems un- 
likely that many income receivers with less than $3,000 annual 
income would invest in bonds of $500 denomination or greater. 
We might conclude that about one-tenth of the Federal debt was 
held directly by income earners with annual incomes of $3,000 
or less. 

^^The study of Consumer Incomes in the United States, 1935-36 showed that 
while consumer units (families and single individuals botli included, separately 
counted) with incomes of $3,000 and over represented only 6.9 per cent of total 
units, they received 30.9 per cent of total income and made 78.7 per cent of total 
positive savings. When the large “negative” savings of consumer units with in- 
comes below $1,250 are taken into account, the units above $3,000 income made 
nearly all the net positive savings by individuals. An early wartime study by the 
Bureau of Labor Statistics, covering calendar year 1941, is not entirely comparable, 
since the unit of income was money income only and consumer money income 
increased sharply during the intervening years. Findings of die study confirm the 
pattern of income distribution and savings of the earlier study, however. In more 
prosperous 1941, consumer imits with net money income above $3,000 were 15 
per cent of total income units, received 45.9 per cent of total net money income, 
and made 85.3 per cent of total net money savings. See Monthly Labor Review, 
October, 1942, page 706. Or see Bureau of Labor Statistics, Bulletin 723, March, 
1943. 

^ A national survey of liquid asset holdings, spending, and saving near end of 
1945 was made by the Division of Program Surveys, Bureau of Agricultural Eco- 
nomics, U. S. Department of Agriculture and was reported in die Federal Reserve 
Bulletin for June, July, and August, 1946. Among other things, it indicated diat, 
for 1945, the top 30 per cent of the spending units made 96 per cent of total net 
savings, and represented incomes of about $3,000 and over. Only about 4 per 
cent of net savings were made by the 70 per cent of spending units with incomes 
under $3,000. The concentration of liquid asset holdings (U. S. government 
bonds and bank accounts) was not as great as of net savings. As of Februaiy, 
1946, the bottom 47 per cent of spending units haviiig incomes xmder $2,000 
held about 21 per cent of liquid assets, but “the over-all interpretatioh still seems 
to be that a very large and probably preponderant share of accumulated assets 
are in the hands of groups who are normally large net savers, and who may 
therefore not be inclined to part with their wartime accumulations.” From Fhe 
Survey of Current Business, July, 1946, page 11, analyzing the study on liquid 
asset holdings. 

^ See Treasury Bulletin, February, 1946. 
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6. Some aids to agriculture 

7. Certain quantitatively small expenditures, such, as those for 
recreation, libraries, health, and hospitals. 

The personnel of om' armed forces in World War II represented 
a cross-section of our population. The bulk of the armed forces 
came from what we have called the low-income groups. Conse- 
quently, it seems reasonable to expect that expenditure for 
veterans’ pensions and benefits will flow predominantly to the 
lower-income groups. The size of Federal expenditures for 
veterans’ pensions and benefits cannot be predicted accurately 
at this time. However, 6.2 billion dollars have already been 
budgeted for the year 1947, and one study of postwar fiscal re- 
quirements estimates that these expenditures will rim between 
2.2 and 3.6 billions annually after demobilization has been com- 
pleted.^® Thus, a sizable flow of income will be directed from 
this source toward the lower-income groups. 

Social security and assistance payments by the Federal govern- 
ment are budgeted at about 1.2 billion dollars for 1947. These 
include an estimated 500 million in old-age retirement payments 
(which are being more than covered at the present time by pay- 
roll taxes on employers and employees). They also include 
direct grants to the states of about 600 million dollars for a 
variety of welfare activities.®® The direct grants are matched by 
the states as a prerequisite for obtaining the Federal funds. The 
social security and assistance payments estimated at 1.3 bilhon 
dollars for 1947, however, do not include possible withdrawals 
by the states of accumulated funds in the unemployment trust 
fimd. These accumulations are regarded as state funds managed 
by the Federal government. They totaled 7.6 hiflions in Novem- 
ber, 1945. Withdrawals from these funds, neghgible during 
World War II, are now beginning to increase.®^ Part of the 
funds for financing retirement and imemployment compensation 

^ See Lewis H. Kimmell, et ah, Postwar Fiscal Recmirements. 

These grants are chiefly for old-age assistance ana aid to dependent children. 
They also include aid to the blind, public health work, maternal and child health 
services, aid to crippled children, and child welfare service. 

^ Withdrawals in the first six months of 1946 were 725 million dollars, as com- 
pared with deposits of 503 million. This includes relatively small withdrawals 
and deposits for the Railroad Unemployment Insurance Account, directly ad- 
ministered by the Federal government. This compares wdth deposits of 721 mil- 
lion and withdrawals of 66 million for the last six months of the war ending in 
August, 1945. Sources: Treasury Bulletin, May, 1946, page 17 and August, lS46f 
page 17^ 
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is contributed by those to whom the pawiients are made. Con- 
tributions are made in the form of payroll taxes. However, 
direct assistance payments by the Federal go\ernment, about 
600 million dollars for 1947, are a factor redistributing income 
toward the lower-income groups. 

Much attention has been directed during the last few years to 
the merit of Federal programs to assure a m in imum level of 
nutrition for each family, regardless of the family’s income. The 
food-stamp plan and school-lunch program of tire New Deal were 
steps in this direction. Proposals expanding the extent of Federal 
aid in the maintenance of nutrition have been put before Con- 
gress since abandonment of the food-stamp plan in 1942. A new 
school-lunch program is in operation at the time of WTiting 
(early 1947). It may be reduced in scope or eliminated under 
the proposals to reduce government expenditures which are being 
debated in early 1947. Expenditures to raise minimum nutri- 
tional levels are very likely to flow primarily to low-income 
groups, since it seems probable that low-income groups will be 
fire primary participants in programs likely to be formulated.®' 

Similarly, expenditures to improve levels of housing probably 
will Ise channeled largely toward income receivers in the lower- 
income brackets. Programs providing Federal subsidies for slum 
clearance and for the construction of low-cost housing may not 
involve large Federal expenditures. But the participants in such 
programs ai'e not likely to be in the high-income brackets. 

More than 2.5 biUion dollars were spent annually by govern- 
ment for public education during the past decade. These ex- 
penditures have important redistributive features. Education — 
at least through the high school years — ^might not be available to 
milHoiis of children in low-income families if it were not publicly 
supported. Furthermore, the importance of state ( and to a small 
extent, Federal) aid to local schools has been increasing, so that 

^ Only persons receiving ‘relief’ were eligible to participate in &e food-stamp 
plan. Because of the stigma associated with receiving subsidies from tiie govern- 
ment, current proposals usually provide no restrictions on eligibility. Neverthe- 
less, participation would not be advantageous to a bigh-income earner. For 
example, the Aiken Bdl proposed to sell to every family a claim to an adequate 
diet tOT 40 per cent of the family’s income. A family oi 4 wdtli an annual income 
of $3,000 could purchase this same diet for less than 40 per cent of its income 
(1945 price levels assumed). Some students do not consider the Aiken proposal 
practicable, since it obviously provides each family witir a tremendous incentive 
to understate its income in ordpr to obtain goveniment assistance. 
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during recent years state aids to local elementary and secondary 
public education have grown to more than one-third of the total 
costs of such education. The financing of these state aids 
appears to bear less upon the low-income groups than does the 
financing at the local level. The more extensive these aids be- 
come, the more important will be their redistributive character. 

Aids to Agriculture amounted to approximately one bilhon 
doUars annually in the years immediately preceding World War 
II. About 1.2 billion dollars is budgeted for agricultural aid and 
subsidies in 1947. This figure does not include the sizable 
amount of expenditure for supporting agricultural prices which 
is expected to be required after 1947 if the existing type of sup- 
port for agricultural prices is continued. Total expenditures for 
agriculture for later postwar years under existing legislation 
have been estimated at between 2.3 and 2.8 billion dollars.®^ 

The bulk of aids granted to agriculture have been of a kind 
which has provided larger benefits to the farmers receiving the 
larger incomes, as was pointed out earlier in this chapter. For 
example, the size of the direct payments made to a farmer under 
the Agricultural Adjustment Administration have been closely 
correlated with his income from other sources.^^ Similarly, price 
supports also associate governmental subsidies with other income, 
since the amount of governmental aid varies directly with the 
volume of marketings of the individual farmer. Nevertheless, 
even though the bulk of aids to agriculture go to the middle- and 
high-income farmers, the incomes of most of these income re- 
ceivers have placed them in the low-income groups.^^ 

Of less importance, in terms of total governmental expenditure, 
has been governmental aid provided tlirough the Farm Security 
Administration. This agency was created during the thirties to 
provide technological assistance to farmers, particularly those in 
the low-income group, and to make loans to farmers who could 
not obtain credit through other channels. In the fiscal year 1941, 
FSA expended nearly 85 million doUars. 

See Kimmell, et at, Postivar Fiscal Requirements. 

^ Payments have been made on a per acre basis and are weighted directly with 
productivity. The larger or the more productive a farm, the larger the payments 
going to that farm. 

^Available data indicate tliat average earnings in agriculture are considerably 
below average industrial worker’s earnings. The distribution of income within 
agriculture is indicated by the fact that 15 per cent of tire total number of farmers 
produced only 50 per cent of total agricultural output. 
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How Should Income Be Distributed? 

Our investigation thus fai- has indicated the extent of inequality 
in personal incomes in the United States, pointed out some of the 
causes of inequality, suggested some general techniques which 
might be used to reduce inequality, and indicated the direction 
in which the fiscal activities of the public economy ha\ e been 
leading the distribution of personal incomes. 

Before we can evaluate more fullv the wav in wliich various 
fiscal techniques should be used to bring about greater (or less) 
equality in the distribution of income, we must consider the ques- 
tion, “Hotc much inequalittj should we hate?” There are two 
parts to this problem: (1) the distribution of a given total 
product, and (2) the impacts of income distribution — the con- 
flicts and complementaries — ^upon the achievement of the other 
objectives of social policy. In particular, the w’ay in w’hich the 
product is divided may have important effects upon the size of 
the product to be divided.®® 

Unfortrmately, there are no economic criteria which give us any 
clues to the way in which a given product should be distributed, 
if we are considering distribution of income independently of the 
other objectives of social pohcy. We probably can safely assume 
that adding a dollar to an individuars income will increase his 
welfare. Conversely, subtracting a dollar from an indir’idual's 
income will reduce his welfare. But the amount by which wel- 
fare is increased or reduced cannot be determined. Conse- 
quently, we are not able to find out whether taking a dollar from 
one individual and transferring it to anotlier individual will 
increase or diminish the total welfare from a given total product. 

Although we are not able to shed any fight on this problem of 
distributing a given total product, there are some things which 
can be said about the relationship between various kiirds of in- 
come distributions and achievement of the other objectives of so- 
cial policy. The principal area of interdependence is between in- 
come distribution — the way in which the product is divided — and 
the size of the product to he distributed. 

It is generally recognized that a completely equafitarian dis- 

®“It has been pointed out in earlier chapters of this book that the problems of 
income inequality and full employment may complement each other to a degree, 
although the two problems may be attacks separately. 
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tribution of income would result in a smaller total production 
than some less equalitarian distributions. Compensation for 
production must be somewhat in line with diflFerences in personal 
eflBciency and productivity, if maximum effort is to be encour- 
aged. For example, So\net Russia introduced greater differen- 
tials in “rewards” to individuals after an initial practice of paying • 
relatively equal wages.®^ 

On the other hand, it is also recognized that raising the incomes 
of low-income receivers independently of their contributions 
might increase productivity. Providing them with a higher 
level of nutrition, housing, education, medical care, and the hke 
could increase considerably the value of the output which they 
produce. 

There is evidence that at least a part of the income of many 
high-income receivers could be reduced without diminishing 
their productivity. It is important, however, that the method 
used to decrease income does not completely reduce the oppor- 
tunity to achieve additional income by additional effort. Mar- 
ginal tax rates of 60 to 75 per cent on the highest incomes may 
have relatively small effects upon production. It is possible, 
however, that rates in effect during the latter part of World 
War II may have come close enough to confiscation to discourage 
effort, at least under peacetime conditions.®® 

It is recognized that averaging of incomes over a period of 
years may increase equity in personal income taxation. At the 
same time, averaging would also permit a given amount of tax 
to be collected with less injurious effects upon incentive than the 
current procedure of treating each year’s income as independent 

^ Various supplementary devices are used by ^e Russians to introduce dif- 
ferences in ‘‘psychic” rewards as well as in money incomes. Greater recognition 
is awarded the more productive workers tlirough such rewards as the assignment 
of responsible positions in the industrial plant and the awarding of medals. Wage 
rates are frequently piece rates and thus tie wages directly to output. 

World War II rates, mentioned above, apphed to all taxable net income from 
$200,000 up for the taxable years 1944 and 1945. The top marginal surtax rate 
was 94 per cent, but tliere was also an over-all ceiling of 90 per cent of taxable 
net income. Bates were slightly reduced by the Revenue Act of 1945. Professor 
Groves has pointed out that the 25 per cent ceiling on capital gains taxation, 
combined wutli the distribution of capital gains in favor of upper-income groups, 
actually resulted in an elective top rate for all net income of about 71.5 per cent 
in 1944. See his Postivat Taxation and Economic Progress, page 183, New York: 
McGraw-Hill Book Co., Inc., 1946. For further discussion, see Chapters XIII and 
XIV. 
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of the income of previous (or subsequent) years. (Averaging 
procedures are discussed in Chapter XIV, ) 

These comments illustrate the nature of the conflict heiiveen 
carious notions of desirable income distribution and maximum 
size of product to be distributed. If we are to maximize the size 
of the product, we may not be able to achieve the kind of income 
distribution generally considered desirable. Converselv, if we 
are to achieve the kind of income distribution which we con- 
sider most desirable, we may not be able to maximize the size 
of the product. Social policy must recognize the extent to 
which people are willing to depart from one goal in order to 
move toward the other. 

The extent of the conflict thus depends largely upon our con- 
cept of desirable income distribution. The tendency to empha- 
size almost entirely the achievement of a maximum product from 
a given set of resources and to accept the resultant income dis- 
tribution as most desirable probably reached its peak in the nine- 
teenth century.^^ Pressure for “justice in distribution’" has in- 
creased, however. It has been recognized that part of the vari- 
ation in income is a sort of chance variation. The inheritance of 
property, for example, may bring income for which the inheritor 
is not directly responsible. A technical discovery or the dis- 
covery of mineral deposits on ones property may greatly aug- 
ment one’s income independently of his contribution. It is often 
very difficult to define the “productivity” or “contributions” on 
which rewards might be based. 

Some people define “justice” as complete equality — everybody 
should have the same income. Others set the limits below 
which personal incomes should not be allowed to fall and above 
which personal incomes should not be allowed to rise. The bulk 
of concepts, however, appear to be framed in terms of basic 
minima below which people cannot “decently” exist. The no- 
tion of “decency” has itself secured a certain amount of objec- 
tivity in recent years by becoming closely identified with the 
notion of “working healA and efficiency.” Working health and 

It is true that leading economists and philosophers recognized that what peo- 
ple receive as income and what they ‘‘should” receive may get out of line it an 
Sequate framework of rules is not established and enforced by the state. Stili, 
there was a widespread attitude that “rewards” and “productivity” were not far 
out of line. This attitude is still held by many people. 
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eflBciency can be given content in terms of minimum levels of 
nutrition, housing, education, medical care, and the like. 

This provision of a basic minimum income for everybody un- 
doubtedly would raise the productivity of a number of those to 
whom income was transferred. If the increase in productivity 
was greater than the decrease among those from whom income 
was taken, we could then redistribute income in a way which 
would leave everybody at least as well ofif as he was before. 
Such a situation would represent a definite improvement in so- 
cial welfare.^® If, however, no such redistribution was brought 
about or the size of the product actually fell, we could not say 
whether social welfare had been diminished or increased. 

The limitations of economics in contributing a solution to the 
problem "'How should income be distributed?” are suggested in 
this brief discussion. The economist can point out the kinds of 
conflicts and complementaries which may arise between various 
notions of appropriate income distribution and the other objec- 
tives of social policy. But it is up to society to decide in the 
light of available information about these conflicts and comple- 
mentaries, how income should be distributed. 

How to Alter Income Distribution? 

We have already suggested three general approaches to the 
alteration of the distribution of personal income by government: 
(1) altering relative prices, (2) changing the pattern of resource 
ownership, and (3) taking income away or adding to income 
independently of changes in prices or the pattern of resource 
ownership. These general teclmiques can be applied to the 
achievement of any kind of income distribution, whether the 
dispersion is greater or smaller than at present. 

Most fiscal devices which can be used to alter the distribution 
of personal incomes fit into one of these three categories. Re- 
source prices can be changed by sales, or occupation taxes, or by 
subsidizing particular products. The pattern of resource own- 
ership can be modified to some extent by death and gift taxes. 
Progressive income taxation also tends to change the relative 
pattern of resource ownership, since it probably modifies the 

*^See N. Kaldor, ‘"Welfare Propositions of Economics and Interpersonal Com- 
parisons of Utility,” Economic Journal, 49: (September, 1939) 549-52, and J. R. 
Hicks, “The Foundations of Welfare Economics,” Economic Journal, 49; (Decem- 
ber, 1939) 696-712. 
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pattern of savings proportionately more than it modifies the 
pattern of consumption. Progressh'e income taxation, however, 
may also alter somewhat the distribution of income independ- 
ently of prices or resource ownership. Also payments to in- 
dividuals or the provision of government services can be made 
independently of the amounts of resoiurces owned or the prices 
of these resources. 

Taxation. Some form of taxation is very likely to be used bv 
government in taking income away from those individuals whose 
incomes are to be reduced, whether they be rich or poor. 

If it is considered desirable to achieve a given distribution of 
income and, at the same time, to maintain a minimum of impedi- 
ments to reaching the other objectives of social policy, taxes 
which bring about the desired relative income distribution with 
a minimum of alteration in relative prices are to be preferred. 
For example, increasing prices by sales taxes on items purchased 
by the high-income groups might reduce their income sufficiently, 
but the same amount of income could be taken from them by 
other kinds of taxes. It can be demonstrated that their welfare 
would not be reduced as much as it would be through sales taxa- 
tion.^^ Although other kinds of taxation may indirectly affect 
prices, their price effects are likely to be smaller. Hence the 
reduction in the welfare of those taxed is not likely to be as great 
as when taxes which directly affect prices are used to reduce their 
incomes. 

Death and gift taxation designed to disperse relatively large 
accumulations of income-yielding property probably has a minor 
effect upon prices and consequently upon resource allocation. 
The importance of accumulation for one’s heirs as an incentive 
has not yet been adequately determined. If it is not important, 
the knowledge that a large proportion of one’s accumulation wall 
pass out of the family may have little effect upon the production 
pattern. Certainly fiscal writers as fax back as John Stuart Mill 
have argued m favor of severe taxation of the transfer of property 
at time of death (and presumably their arguments would apply 
in part to gift taxation 

The effectiveness of death and gift taxation in altering the 

“This will be treated in Chapter XVI on Conunodity Ta.xation. 

“ Some aspects of their position have been outlined earlier in this chapter and 
■will be examined in more detail in Chapter XVII. 
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relative distribution of income-producing property is difficult to 
estimate. In some cases, heavy death taxes may break up par- 
ticular concentrations of property. The net result may be pri- 
marily a transfer of property from one high-income receiver to 
others. But death and gift taxes \vith a sharp reduction in pres- 
ent loopholes ( examined in Chapter XVII ) could not be avoided 
by some individuals in the present generation who plan to trans- 
mit property to those in succeeding generations. Our existing 
system of death and gift taxation suffers from high exemptions 
and many loopholes, and its present effectiveness in reducing the 
dispersion of property ownership is limited. It probably has 
relatively minor effects upon resource allocation. 

Progressive personal-income taxation tends to reduce inequality 
in personal income distribution in two ways : ( 1 ) it reduces in- 
equalities in current disposable income, and thus (2) decreases 
the potentiality of amassing large concentrations of wealth. 
Carried too far, it may reduce the size of the total product more 
than is considered desirable in view of other social ends. This 
potential effect of high income-tax rates has already been re- 
ferred to, and will be the subject of analysis later. It is of in- 
terest that even those who have pointed out this conflict between 
taxation and product have continued to hold to the personal in- 
come tax as the primary tax in the tax structure. 

The analyses that have been made and the evidence that has 
been assembled imply that whatever we do about reducing in- 
come dispersion through taxation, taxes which work directly on 
the size of income rather than the allocation of resources are to 
be preferred. This means primary rehance upon income taxes 
and upon death and gift taxation. The effects upon relative 
personal income distribution can be the same as if other forms 
of taxation were used. But the adverse effects upon the alloca- 
tion of resources will be smaller. 

Expenditures. What has been said about the kinds of taxes 
to use in reducing incomes also applies to the techniques used 
for increasing incomes. Wherever it is possible, supplementary 
income provided by government — through cash grants or the 
provision of services — should be made in a manner which in- 
terferes least with resource allocation. For example, farm in- 
comes might be increased by action which would forcibly raise 
farm prices. Consumers paying these higher prices woxild sub- 
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stitute, wherever they could, other commodities for farm prod- 
ucts. These consumers would be better off to pav to farmers 
the same amount that they would lose through increased prices, 
but to make the payments in a manner which does not affect 
prices. It can be demonstrated that, if increasing a gi\en in- 
dividual’s income is the objective, techniques should be used 
which do not tie the receipt of income to the production of 
given products or the ownership of particular productive agents.*® 
The bulk of governmental expenditures have been, and prob- 
ably will continue to be, for the provision of senlces — not for 
cash grants. The provision of services may not be as effective 
as cash grants (per dollar of expenditure) in achie^•ing the desired 
income distribution. Nevertheless, as we have suggested in 
Chapter IX, government may be able to provide some services 
more efiBciently than they could be provided by nongovernmental 
procedures. The size of the product as well as the distribution 
of income may be improved. These services, like cash grants, 
should be made available wherever feasible, independently of 
the kind of production in which the recipient is engaged, as long 
as the redistribution of income is the objective. 
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THE STRUCTURE OF TAXATION: 
GENERAL CONSIDERATIONS 


T he nation’s annual tax collections increased by ox er five times 
— from 10.2 billion dollars to about 54.3 billion dollars — be- 
tween 1929 and 1945. During the same period, the )'earh- gross 
national product approximately doubled, increasing from 99.4 
billions to about 200 billions. The increasing importance of 
taxes relative to national income and product since 1902 was 
described in Chapter II. 

Scarcely a day passes for a given individual during which he is 
not made aware of the extensiveness of our present tax system. 
He may come into contact with the income tax, the property 
tax, sales taxes, gasoline taxes, or social security taxes, to indicate 
but a few. Even in 1941, a year in which tax collections were 
far below the amount which they reached in 1945, Tarasov con- 
cluded that a consuming unit with yearly income between $2,000 
and $3,000 paid nearly one-sixth of its income in taxes.^ 

Of additional interest to the student of fiscal policy is the recent 
development in ideas about taxation. There has been a growing 
recognition that tax policy is an important tool which the govern- 
ment may employ in keeping the general level of prices from ad- 
vancing too rapi^y or in maintaining a high level of production 
and employment. From this point of Anew, the most important 
aspect of taxation is not the amount of revenue which it pro- 
duces, but its effect on the level of income and employment. 
Increased attention has also been directed to the role of taxation 
in promoting equity m the distribution of income and eflSeiency 
in the allocation of resources. We will examine taxation pri- 
marily as a means of achieving these three major objectives of 
economic policy. 

These objectives are not independent of each other: there are 

^ See Chapter X, Table 14 
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both conflicts and complenaentaries between them. Conse- 
quently, a tax system which will help to achieve one of these 
objectives will not necessarily help most in achieving the others. 
Sales taxes and personal income taxes will both subtract from the 
disposable incomes of consumers. But sales taxes may operate 
to increase inequality in income distribution, while the progres- 
sive personal-income tax is an effective instrument for lessening 
inequahty. 

Over a period of time, the relative importance attached to the 
major objectives in taxation may change. With this change will 
also come an alteration in the character of the desired tax system. 
During World War II, the greatest increase took place in income 
and profits taxes, but there was an extended use of nearly aU 
kinds of taxation, partly to fight inflation. Objectives like an 
equitable distribution of income and eflflcient allocation of re- 
sources played a less important role in tax policy than they can in 
a peacetime economy, where the over-all objective itself is not 
so simply defined as “winning the war.” 

National Government Best Able to Use Broad Tax Policies 

Framing a tax structure which will simultaneously consider all 
of these objectives is more practicable for the national govern- 
ment than for state and local governments. Using fiscal (in- 
cluding tax) policy to encourage full employment, as we have 
pointed out earlier in this book, may require direct creation of 
purchasing power. Only the national government is empowered 
under the Constitution to issue money. 

Furthermore, it does not seem realistic to expect any state to 
shape its fiscal policies primarily to further the national interest, 
if the interest of the residents of the state is in conflict with the 
national interest. The pressures of interstate competition for 
industry and investment are too strong, and the powers of any 
single state are insuflScient to counter general inflationary or de- 
flationary tendencies adequately.^ 

These limitations of governmental units other than the Fed- 
eral government are even more apparent at the local level. Not 
only is the tax base smaller than for the state, but the variations 

^Tbe state governments acting in concert, however, might be able to do more 
than they have done to counter general inflationary or deflationary tendencies. 
Leadership along this line might be exercised by an agency such as the Council 
of State Gooemments. 
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in the tax base among taxing units is much greater than among 
the states.'^ To date, the principal tax which has been practica- 
ble for local units of government to empio}' is tlie propertv tax. 
Relatively little experimentation with different h'pes of taxes has 
been feasible for these local units. 

Thus state and local governments are more inciined to think 
of living within their tax re\’enues over a period, than is the na- 
tional government. This restricts, but does not eliminate the 
effective steps which the Federal government may take to follow 
broad goals in fiscal policy. Aitex all, the most likely postwar 
level of Federal expenditures (around 25 to 30 billions) is itself 
two or three times the level of total state-local spending which 
will probably take place. To show how state and local units of 
government are to fit into the over-all purposes of fiscal policy is, 
nevertheless, an important problem in fiscal planning. It is one 

to which considerable attention has been devoted recentlv^ and 

✓ 

one wliich will especially concern us m the final section of this 
book. 

The Tax System and Full Employment: Tax Flexibility 

As we have emphasized in previous chapters, the tax system 
can contribute to full employment if tax collections are reduced 
sufficiently to strengthen markets, or can help check inflation if 
they are increased to drain off excess spending pow^er.^ This im- 
plies tliat tax collections should be flexible. 

With a given schedule of rates and exemptions, a reduction 
(or increase) in aggregate money income automatically brings a 
decrease (or increase) in tax collections. This, however, has 
not strengthened (or restricted) markets sufficiently in the past. 
Further flexibihty could be built into the fiscal structure, 

® In 1945, per capita income in the state having tiie highest per capita figure 
(Ne%^ada) was about tliree times per capita income in the state having the lowest 
per capita income (Mississippi). Average per capita income m Nevada was 
$1,480 while in Mississippi it w’as $6o6.. See The SurveAj of Current Busineiis, 
August, 1946, page 16. 

At the local level some school districts in Iowa, for instance, have 25 times as 
much assessed value of property per person as do others. The highest district has 
250 times per person as much assessed value as the lowest. 

* One prominent study is by Alvin H. Hansen and Harvey S. PerloF, State and 
Local Finance in the National Economy, New York: W. \V. Norton & Co., Inc., 
1944. Another is the report of the Committee on Intergovernmental Fiscal Rela- 
tions, ‘'Federal, State and Local Government Fiscal Relations,” Senate Document 
No. 69, 78tli Congress, 1st Session, 1943. 

® See particularly Chapter VI. 
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Greater flexibility also could be accomplished by deliberately 
altering either tax rates or exemptions. 

The need for tax flexibility has to be explicitly recognized, 
and provisions for greater flexibility have to be incorporated into 
the tax pattern, if the fiscal system is to make its maximum con- 
tribution to full employment. Reducing the time lag between 
the receipt of income and the collection of taxes (refer to Chap- 
ter XIII) has increased the flexibility that has been built into 
the personal income tax. However, this flexibility may not be 
sufficient. The exact amount by which taxes should be reduced 
or increased cannot be specified for every situation in advance. 
Fmther flexXibility (though it is not automatic) can be incor- 
porated into the tax system if monetary-fiscal agencies are granted 
the power to decrease taxes or to increase them in an attempt to 
encourage a greater or smaller money expenditure for goods and 
services. 

Several kinds of taxes lend themselves to flexibility. Rates 
on excises or general sales taxes could be changed and would be 
almost immediately reflected in disposable income available for 
private expenditure on goods and services. Tax rates or exemp- 
tions for the personal income tax collected currently upon cur- 
rent incomes could be altered and would soon be reflected in 
changes in disposable income. In fact, as we have suggested, 
changes could be extended backwards in time to reduce past 
taxes as well as present ones, thereby adding further to disposa- 
ble income available for current expenditure. 

There are strong arguments in favor of the personal income 
tax as the most desirable tax. These relate in part to personal 
income taxation as the most consistent with tax equity, as ex- 
plained later in this chapter. Other major considerations fa- 
voring income over sales taxation are examined in Chapters XIII, 
XIV, and XVL 

Flexibility a modernized version of tax adequacy. Flexibility 
in tax collections may be viewed as a modernized concept of the 
old idea of ''tax adequacy.” In this modernization, however, 
adequacy is evaluated in terms of the contribution wliich taxes 
make to sustaining full employment or discouraging inflation. 

If this concept of adequacy is to be extended to state and local 
levels as well as the national level, it implies an extension of 
Federal grants-iu-aid to state and local imits of government. 
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These units cannot look at adequacy in terms of the impact of 
taxes upon emplo}Tnent or prices unless the\’ ha\ e sources of 
revenue other than their own tax collections. 

Equity in Taxation 

Equity in_tMati on.J:hoaghjut.ejihi^ rather .than. an. economic 
represent substantial agi'eement on certain 
important things. • Thus, equity means taxation either according 
^'benefits receh’ed,— Abilit\" to pay is ce_n- 
fral when our interest lies in the impact of taxation on income 
d istributio n. Benefits received can be applied where, the bene- 
fits of public expenditures can readily be traced, akhough the 
scope fdr"the'’ase“of'the benefit principle, is limitedi^a^. we shall 
see. Further, ta x eq uity is generally accepted to mean that equal 
t ax treatme nt shoul d be given to persons sinrilarly situated as_to 
i ncome andT as to benefits ffonTgovemment activities.® 

A_,placeJE0r~.benSis.ymceivei£ has-alreatfy laeen-recognized-. 
T he na ture of, mqst public activities, however, makes applicatioa. 
of the^benefit principle rather limited. A case can be made for 
apportioning the costs of social insurance and of highway main- 
tenance through the collection of social security and highway 
taxes.'^ But relatively few public activities in a private enterprise 
system can be sold. No one would suggest, for instance, the 
marketing of the services of the legislatures and the courts. Con- 
sequently, even though the benefit principle has applications, the 
area left for appheation of ability to pay is very large. 

The ability-to-pay theory of taxation. One of the first formula- 
tions of ability to pay was made by Adam Smith, who stated in 
The Wealth of Nations: 

The subjects of every state ought to contribute to the support of 
government as nearly as possible in proportion to their respective 
abilities, that is, in proportion to the revenue which they respectively 
derive under the protection of the state.® 

Although this statement fits fairly closely our general ethical 
concepts, it still leaves unanswered the real meaning of ability 

® Our present tax laws v-iolate this criterion in several ways. One of the most 
obvious lies in the (hscrimination against an individual with a fluctuating income. 

' Certain nontax revenues — license and prmlege fees, special assessments, and 
the like — ^may he established somewhat in line witli benefits received. Such 
revenues are collected, for the most part, by state and local governments. 

“Adam Smith, The Wealth of Nations, Book V, Chapter 2. 
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to pay or liow to measure such ability in the application of such 
a principle. Today'j_..hp.\i.e.vci,_abiliLy-±o-pay .taxation seems to 
be b ased on the following hypotli^es: 

( 1 ) ^The benefits of most pubhc activities are widely scattered 
throughout the population. Where costs are involved in 
providing those activities and some of such costs are 
financed by taxation, such costs should be apportioned in 
a manner which will impose the smallest “real” burdens. 

(2) The real burden imposed by a tax of a given size will be 
inversely correlated with ability to pay. 

(3) Although no single measure of an individual’s® abihty to 
pay is entirely satisfactory, ability is best measm'ed by net 
income over a given period of time, adjusted for the num- 
ber of persons dependent upon the individual. Some 
discrimination according to the source of income may be 
warranted. Windfalls such as inheritances, for example, 
might be taxed more heavily than other kinds of income, 
since supposedly nothing was given up in order to get 
such income.^® Property income might be taxed at a 
higher rate than income from wages and salaries, since 
property income is more nearly net income — deductions 
for maintenance of the property being permitted. The 
Federal government, however, abandoned distinction be- 
tween earned (wage and salary) and imeamed (property) 
income for tax pmposes in 1943. 

(4) The mere receipt of some income by an individual does 
not indicate ability. Abihty (in a positive sense) does 
not emerge until there is an amount of income which ex- 
ceeds some minimum generally considered to be suffi- 
cient to permit a standard of consumption which will at 
least permit working health and efficiency. 

is generally accepted that ability to pay is strictly an attribute o£ persons 
or households and that it is nonsense to talk about the ability to pay of a corpora- 
tion. The ability to pay is an attribute of the stockholders, managers, employees, 
and buyers of products of the corporation. 

Inlieritances are not considered income under present tax laws. They may 
reasonably be considered income under another income concept for tax purposes. 
These various concepts are examined in Chapter XIII. 

It must be recognized, however, tliat tlie existence of any income is often 
considered ''‘fair game”^ by those who frame tax laws. A good illustration is 
found in the wave of general sales taxes enacted by many states during the 
^ties. Indiana and West Virginia also have low-rate gross income taxes which 
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Progressive taxation. The second of the hypotheses we haxe 
listed above — that tlie “real burden” of a gi\en percentage of 
income paid in taxes is less if the tax is collected from an indi- 
vidual whose income is high than if it is collected from an indi- 
vidual whose income is low — has formed the basis for progressive 
taxation. By progressive tax we mean that the tax rate increases 
as the tax base rises. The realism of this hypothesis, however, 
cannot be tested. Although it appears reasonable that the ten 
thousandth dollar of income means less to either individual A or 
B tlian the one thousandth dollar of income, we cannot sav 
whether the ten thousandth dollar means more or less to indi- 
vidual A than the one thousandth dollar means to indi\ idual B. 
This inability to measure utility, however, does not mean that 
the tax structm'e should be regi'essive. People’s needs probably 
are more alike than their incomes. 

Progressive taxation need not be founded on any assumptions 
about people’s utility frmctions. Progression can be defended 
for what it is: a direct fiscal attack upon inequality. If such 
inequality as exists is considered undesirable in principle by the 
bulk of the population, progression in the tax structure is a way 
to reduce this inequality. No pseudoscientific principle need 
be presented to justify the use of progressive taxation in such a 
case.^“ 

Acceptance of progression as an idea does not imply general 
agreement as to the exact tax rate schedule. In fact, the accept- 
ance of ability to pay and of progression e.xists principally at the 
Federal level. Concurrently, most state and local taxes bear 
down with relative severity on the lower-income gi-oups.^® 


Resource Allocation and the Tax System 

We have consistently urged that taxes should have a minimum 
influence in determining the allocation of economic resources — 
in relatively free markets. Such allocation, in our private enter- 


have effects simflar to those of sales taxes. These taxes were regressive in effect, 
that is, took a larger per cent of the income of people witir small incomes than 
wdth large incomes. 

See S. J. Chapman, “The Utility of Income and Progressive Tiuation, ' Eco- 
nomic Journal^ 23:25-35 (Marcli, 1913)* 

^ Refer to Helen Tarasov, Who Does Fay the Taxes? New School for Social Re- 
search, 1942* 
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prise economy, will best be determined according to the pattern 
of consumer preferences and relative costs It is, however, 
possible that a frontal attack on monopoly through appropriate 
fiscal action might improve resource allocation, as was indicated 
in Chapter IX. 

The tax system may affect resource allocation in several ways. 
The kinds of taxes levied may encourage the production or con- 
sumption of some commodities and discourage production and 
consumption of others. Also, more or less resources may be 
required by government to collect the tax, and by taxpayers to 
comply with payment of the tax. 

The tax system and the production pattern in the private econ- 
omy.^° Taxation which purposely discomages the production and 
consumption of particular commodities or of certain types of 
economic activities finds but a limited place within the social 
goals accepted in this book, which have stressed (among other 
things) both the full use of resources and their best allocation. 
On the one hand, prohibitory Federal taxes on such articles as 
opium, marijuana, and similar drugs may be accepted as helping 
to prevent consumption which is generally recognized to impair 
health and working efficiency. Both the latter are among the 
prerequisites for maximum total product. Similarly, taxes to 
collect social damages from certain external diseconomies — smoke 
from burning soft coal, for example — can be justified. Such taxes 
will encourage reducing the smoke nuisance, and their proceeds 
can be used to compensate those who are damaged. On the 
other hand, the many discriminatory taxes of the states against 
efficient forms of merchandising, such as chain stores, or against 
healthful products, such as margarine, cannot be reconciled with 
the goals either of maximum product or of minimum interference 
in the allocation of resonrces. 

In general, it is recognized that taxes should be of the type 
which directly discourage production, employment, and exchange 
as little as possible. We recognize, with Hansen and Perloff, 


See Chapter I for a brief discussion of this position, and for recognition that 
die role to be played by the public economy in resource use must generally be 
determined according to other than relative price considerations. 

^Many of the ideas discussed in this section wnll be developed more fully in 
Chapter XVI, 
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that in general, all taxes are more or less restricti\'e on consump- 
tion or investment” (taken by themselves ) But some taxes 
are more restricth^e than others. A good example is any tax 
which varies with total output and thus acts to raise irivirginai 
unit-costs of production. A tax of some ghen amount per 
package of cigarettes, per bottle of beer, or per package of play- 
ing cards will illustrate. Such a tax — in contrast to one on per- 
sonal net income — directly results in a new equilibrium between 
supply and demand which is usually at a higher price and pro- 
vides smaller emploxinent opportunities in the taxed industry.^" 

There are heavy taxes on articles of common consumption, 
such as those on alcoholic beverages and on tobacco products, 
which are difficult to rationalize. On the one hand, such taxes 
are heavy enough to carry implications that their aim is '‘sump- 
tuary,” to discourage consumption. On the other hand, demand 
appears to be relatively inelastic, and the taxes ha\ e not been 
made so heavy that consumption expenditure is actually cut. 
The result is that the government gets much "revenue” and low- 
income consumers are penalized compared to other income 
groups. 

No simple problem is involved here. These so-called "sump- 
tuary” taxes are actually used to collect large revenues, so that 
use of the taxes tries to serve two inconsistent purposes at the 
same time. They are not actually used primarily for sumptuary 
purposes: othei*wise, the revenues would not make these taxes 
the Number 1 and Number 2 sources of Federal excise tax rev- 
enues, as they are. Furthennore, tlie taxes represent an inter- 
ference with the allocation of economic resom'ces vdiieh works 
dhectly against one of the primary tax objectives wliich we have 
set up. Yet, the number of suppliers of tobacco and liquor prod- 
ucts is small and price competition is almost* absent, so that 
removal of these taxes might not be expected to alter prices to 

Reprinted from State and Local Finance in the National Economtj, page 248, 
by Alvin H. Hansen and Harv^ey S. Perloff by permission of W. W. Norton & Co., 
Inc., New York. Cop\Tight, 1944 by the publishers. 

Unless specialized resources are used which must absorb the tax for lack of 
alternative opportunities, this result is more likely to be true in short-run than 
in long-run periods. The above statement does not overlook tiie possibility that 
“outside” infiuences operating on incomes generally may increase demand by 
enough or more than enough to offset the effects of such a tax on tlie volume sold. 
Refer to Chapter XII. 
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the consumer very much.^® Political difBculties to removal of 
such taxes would be great and cannot be ignored. Economi- 
cally, the excess profits resulting from removal of the taxes could 
be recovered by some kind of an excess-profits tax or would show 
up in larger receipts from corporate-net-income and personal-net- 
income taxes. 

The tax system and antimonopoly policy. A frontal attack on 
monopoly could be made through fiscal policy which would com- 
bine subsidization and taxation. If successful, such a policy 
would clearly improve the pattern of resource allocation. The 
limitations of such a policy were judged to outweigh its possi- 
bilities in Chapter IX, and the possible role of fiscal policy in this 
area will not be analyzed again in this chapter.^^ 

Tax administration. A minimum amount of resources devoted 
to the collection of taxes and to compliance with tax regulations 
means that more resources can be devoted to other pursuits in 
either the public or the private economy. Thus economy and 
simplicity in tax administration contribute to minimizing the ef- 
fects of taxation on the allocation of resources. The implications 
of economy and simplicity will be examined in detail in this 
section.^^ 

The development of our complex society, operating under the 
Federal system, has made it increasingly difficult to attain de- 
sired administrative goals. In particular, it has restricted the 
amount of simplicity and economy which it has been possible 
to attain and works directly against om* goal of minimizing the 
effect of tax administration on the allocation of resources. 

(1) The gains from simplicity in the tax structure. The 
achievement of greater simplicity in our tax structure would re- 
duce the impact of tax administration on resource allocation. 

Because of past public action, tobacco manufacturers may be particularly 
vulnerable to antitrust action. Consequently, it is possible that reduction in 
tobacco taxes would lead to reduction in prices to consumers. 

^ There is implied here some integration of corporate and personal net income 
taxes, a subject to be discussed in Chapters XII-XV. See also Chapter XVI. 

^The reader should refer to the analysis in Chapter IX, pages 144-153. 

^For a diorough treatment of tax administration refer to such well known 
public-finance texts as W. J. Shultz, American Public Finance, 3rd edition, New 
York; Prentice-Hall, 1942, and Harley L. Lutz, Public Finance, 3rd edition, New 
York: Appleton-Century, 1936. For a recent, fresh treatment of certain aspects 
of tax administration/ see a series of articles by James W. Martin on "'Costs of 
Tax Administration,” Bulletin of the National Tax Association, VoL 29 (January- 
April, 1944). 
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For example^ it would reduce the amount of legal talent now 
needed b}^ business firms for tax purposes; it would reduce the 
amount of resources now used bv the printing industry for tax 
purposes; it would release thousands of people at the clerical 
le\^el for other occupations. 

Complexity in our tax structure has risen primarily from the 
development of the United States within a political framework 
of many taxing units.“^ Under our Constitution, onl}^ the taxa- 
tion of property is forbidden the national go\ cnmient. Onl\’ the 
taxation of imports (and exports) is forbidden the states r" 

Witliin these restrictions, the property tax has come to center 
almost exclusively with local units of gox^ernment,*'*^ but states 
and the Federal government have reached out to levy "o\nr- 
lapping” taxes of many t}“pes. About the only important field 
the Federal government has not chosen to enter is that of ‘"gen- 
eral sales taxation/" but the fiscal importance of this abstinence 
is very doubtful, in view of a variety of goods and services taxed 
by the Federal government. Federal taxation of business, how- 
ever, remains relatively simple. As it impinged on businessmen 
in 1946, Federal taxation consisted chiefly of: (1) a graduated 
tax on corporate net profit (2) employment taxes under the 
Social Seemity Act, (3) the administration of tax payments on 
the sale of selected- goods and services, especially alcoholic 
beverages, tobacco, gasoline, and sugar, and (4) partial adminis- 
tration of withholding teclmiques under the personal income tax. 

States, for the most part, have felt few inliibitions about the 
types of taxes which they have employed. During the thirties 
especially they provided for or increased the taxation of corporate 
and personal incomes, general sales, alcoholic beverages, and 


^ Under our Federal constitution, the 48 states and die national govem^nt 
are all sovereign taxing jurisdictions, and in 1942 there were about lao,OOU 
government units possessing at least limited taxing powers. 

^ "^The taxation o£ property is, in practical effect, denied the Federal govern- 
ment by the clause in the Constitution which forbids direct property taxation by 
the national government except in proportion to the population of the vanous 
states. States are forbidden to tax imports or exports except with the consent ot 
Congress. For Constitutional references, see Article 1, section 8 and .Article 1, 
section 10. The 21st Amendment also gives tlie states control over hquor m its 

except for a few states, notably New Jersey and Texas. As a 
percentage of total state ta,x revenues in fiscal 1945, however, &e property tax 
w'as but 5 per cent. 
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emplo}Tiient taxes (the last under the Social Security Act) to 
mention a few of the more obvious developments.-^ 

The net result is a very complex tax system especially in the 
field of business taxation by the States. State business taxes, in 
fact, have been aptly described by Hansen and Perloff as a 
“chaos.” 

They remark: 

Business taxes in the states are a conglomeration of heterogeneous 
taxes imposed for different purposes, on different bases, under many 
forms of rate schedules, and with many types of administrative 
machinery. . . . Businesses are subject not only to property taxes, 
net income taxes, excise taxes, sales taxes, capital-stock taxes and 
severance taxes, but also to a great variety of special charges, includ- 
ing privilege, license and occupation taxes. [There are over 200 
occupation taxes alone in some of the southern states.] 

(2) Simplicity largely forgotten in American tax system. 
From this brief summary, it is clear that simplicity as an admin- 
istrative canon of taxation in the American tax system has largely 
been forgotten. Space does not permit a study of the many 
administrative complexities in state business taxation, but one 
example may be given. In 1946, 33 states employed some form 
of a corporate net income tax. For a corporation doing only 
part of its business in State A, the state may not legally tax more 
than such portion of the corporate net income as may “reason- 
ably” be allocated to the state. An interstate business operating 
in all 33 states (perhaps a mail-order house) must thus under- 
stand the varying tax laws of these 33 states and allocate its net 
income among them according to formulas prescribed by the 
various states. 

There is no simplicity in the administration of 33 different 
income taxes, besides the Federal tax, but a measure of equity 
might be retained if the formulas for allocating net income among 
the states were relatively rmiform. Unfortimately, the last avail- 
able study of the interstate allocation of business income for 

^For a brief survey of developments in Federal and state taxation since 1900, 
see Chapter II. For specific discussion of developments in overlapping taxation, 
see the same chapter. 

^Reprinted from State and Local Finance in the National Economy, Chapter 
3, especially pages 44-47. The quotation given is from pages 44-45. By per- 
mission of W. W. Norton & Co., Inc., New York. Copyright, 1944 by the 
publishers. 



THE STRUCTURE OF TAXATION 


199 


state income-tax purposes indicated tliat ten diiferent factors, or 
combinations thereof, were being employed.-* The result is that 
such interstate corporations may find themsehes taxed on an al- 
located net income which exceeds their total net income, and will 
be placed at a competith^e disad\’antage to this extent, compared 
to corporations doing business over a more restricted area. 

(3) Recent simplification in Federal income tax. In one ma- 
jor area, we made definite progress in tax simplification between 
1940 and 1943. We refer to the Federal personal income tax, 
which was converted during this period from what we have called 
a '‘class” tax to a "mass” tax. In 1940, potential taxpayers were 
required to work through a rather long tax form, compute tlieir 
tax liability (if any) for the preceding cear, and mail the return 
with tax payment (in quarterly portions if desired) to a Collector 
of Internal Revenue. In 1945, at the income peak for World 
War II, simplification in procedure had been carried to the point 
where, of o\'er 47 million returns filed, 20 million represented with- 
holding receipts which authorized the Collector to compute the 
tax, and another 17 million were based on a short form combined 
with a tax table using standard deductions. Nevertheless, 11 
million returns were based on the traditional, complete tax formv® 

This simplification in procedure was a tremendous, though 
necessary, step in applying the income tax to the bulk of income 
receivers. To work out the new procedures, howe\ er, coopera- 
tion was required from employers to make the withholding pro- 
cedures eflFective, and a furtlier cost of tax compliance was placed 
on them. 

On the whole, this simplification in procedure which it was 
possible to accomplish in the income tax in so short a time is 
encouraging for the future. Too much, however, should not be 
expected from simplification in procedures. Federal tax au- 
thorities have commented on several occasions that simplification 
itself has limitations under present-day complexities in the defini- 
tion of the tax base,-® such as the interstate allocation of corporate 


^ Tax Research Foundation, Tax Systems of the Worlds, 146-151, Oth edi- 
tion, Chicago: Commerce Clearing House, Inc., 1942. 

^ See Summary Report of Secretar)^ of die Treasmyx Wasliington, D. C., July 
21, 1945, page 23. 

^See the remarks of Roy Blough, formerly Assistant to the Secretary of the 
Treasuiyx before die American Institute of Accountants on '‘SimpHScation of 
Corporate Tax Structure,” St. Louis, Mo., October 19, 1944. 
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net income mentioned above, for instance. More is to be antic- 
ipated for the futui'e from reduction in the present number of 
our overlapping taxes, as well as simplification of tax structures 
within the states and greater imiformity among states. 

(4) Costs of tax administration heavy in our tax system. This 
brings us to the second administrative goal which we have rec- 
ognized as important to the attainment of our basic tax objec- 
tives: economy. Most simply expressed, this means that a mini- 
mum amount of resources should be tied up in collectmg, and 
complying with, taxes. Our present complex tax system cannot 
expect to achieve this goal. Overlapping Federal and state taxes 
mean a considerable waste of resources in the collection of taxes 
and in ta.xpayer effort to comply with ( or to avoid ) the taxes im- 
posed on him. From another point of view, it has frequently 
been said that tax collection ( along with other functions of gov- 
ernment) should conform to the rule of allocating to a govern- 
mental unit that which it can do most efficiently.*® 

In the last two decades, it has been increasingly recognized 
that economy in tax administration includes two elements: (1) 
costs of collecting taxes from the governmental viewpoint, (2) 
costs of complying with taxes from the taxpayers viewpoint. 
Economy broadly conceived involves something more than sim- 
ply the ratios of cost to collections. It involves getting the 
most for money spent by government units in carefully chosen, 
well-trained adm in istrators. It involves willingness on the part 
of society to incur expenses which will bring about effectiveness 
of tax collection beyond the first 90 per cent of almost any tax. 
Such portion of almost any tax is likely to be forthcoming with 
little outlay for administration. This, of course, requires some 
agreement on what level of effectiveness to achieve (beyond this 
first 90 per cent), and then the determination of the maximum 
economy in the costs of getting this effectiveness. Obviously, 
the last dollar of tax liability cannot be collected. Yet, as a 
recent Fiscal Relations Report observes 


It is pointed out in Chapter XXIII that available evidence indicates a margin 
of superiority for the Federal government in the collection of most overlapping 
taxes. This means that the Federal government should become the “fund source"’ 
for governmental activities even more than at present. 

“Federal, State and Local Government Fiscal Relations,” Senate Document 
69, 78th Congress, 1st Session, 1943, page 810. This* will be referred to sub- 
sequently as ihe Fiscal Relations Report or simply as the Report. 
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It may well be . . . that the social interest requires an investment 
in tax administration well beyond the point of dimin^'dr-L; returns* 
Tax administration is a policing job as well as a means of collecting 
revenue, and the justice of effective tv: collections has \*a!iie in 
terms of public morale and may e\ en be an end in itself. 

Keeping a broad interpretation of econoiii}^ in mind, we may 
profitably examine the elements of cost in tax administration 
which were distinguished above. A major limitation shows up 
immediately. Reliable data on costs of administration and com- 
pliance are dijfficult to obtain and are lacking entire!}* in the field 
of taxpayer compliance, except for one or two pioneer studies in 
this field. So important did the recent Fiscal Relations Report 
consider this lack that it recommended a research project on this 
subject as the most important in tlie field of intergov ernmental 
fiscal relations 

(5) Costs of collecting American taxes. The Fiscal Relations 
Report gives data on the over-all cost of collecting Federal in- 
ternal revenue from 1941 back to 1934. These data indicated a 
postdepression peak of $1.54 per $100 of taxes collected, and 
an almost steady drop, as tax revenues increased, to $0.89 per 
$100 1941. Between 1941 and 1944, the over-all figure 

dropped from 89 cents to 32 cents per $100. Although expendi- 
tures of the Bureau of Internal Revenue nearly doubled during 
these three years (increasing from 65.3 millions to 129.9 millions), 
revenues increased between five and six times (from 7,370 mil- 
lions to 40,122 millions). Tlris revenue figure cannot be held 
—probably should not be held (on tlie basis of our previous 
analysis) — as a regular, annual goal in the postwar period, but 
it is relevant that the Presidenfs 1947 budget (revised) forecasted 
internal revenue of about 87.0 billion dollars. At revenue levels 
so far above prewar tax collections, the administi*ative costs pet 
dollar of taxes collected by the Bureau of Internal Revenue 
would continue much below those of prewar years.^® 

^See Fiscal Relations Report, page 307. Such a project, aimed directly at 
costs of taxpayer compliance, was set up and ready to start when World War II 
broke out and forced its abandonment. , , , . , i. 

“ There are, of course, otlier administrative costs at the Federal level than those 
of the Bureau of Internal Revenue. These are mainly those of the Bureau of 
Customs and the Federal judiciary. The Bureau of Customs does other thr^s 
than simplv collect duties on imported goods; in 1944, its es^jense of $25,04.3.,TO0 
on $434,259,000 of imports credited to the BOG gave the highest tax collection 
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For tlie year 1941, the Bureau of Internal Revenue has pro- 
\4ded a detailed breakdovui of the cost of collecting different 
types of Federal taxes per $100 of revenue, ranging from $1.68 
for individual income taxes to 10 cents for manufacturers’ and re- 
tailers’ excise taxes.®^ It is of interest to note that, in 1941, the 
fiscal experts writing the Report considered the over-all cost of 
administering all taxes (89p per $100) to be impressively low 
and the figure for the personal income tax moderate, considering 
“its elaborate law and equally elaborate machinery of administra- 
tion and collection.” From 1941 to 1944, the personal income 
tax increased 13 times, while the total cost of the Bureau was 
doubling. This was the period when teclmiques already noted 
were being developed, and when, as a result, the cost of income- 
tax administration fell sharply. 

The limitations of these data should be observed. They are all 
average cost figures, and tell us nothing about the marginal cost 
of collecting that part of tax revenue in excess of the 90 per cent 
which has been suggested as the return for almost any tax without 
much expense for enforcement. It may well be that the marginal 
cost of collecting the last 10 per cent of tax revenue may have re- 
mained relatively high. This would be consistent with the past 
practice of the Bureau of Internal Revenue in concentrating its 
resources for enforcement on tire larger income returns and fol- 
lowing the trail of these returns down to the last dollar, if possi- 
ble. 

More than one tax expert has urged that the Bureau use 
its hmited funds to greater advantage by selecting a random 
sample of all tax returns for some broadly based tax such as the 
personal income tax, and investigating this sample of returns, re- 
gardless of apparent accuracy or inaccuracy in the returns them- 
selves. This kind of investigation would strengthen taxpayer 
morale and probably lead to the filing of more complete returns, 
and tlie report of more taxable income, even if the last dollar of 
taxable income were not discovered and listed for a relatively 
few large returns. The proposal would'' have much less strength 
for the days when the income tax reached less than 4,000,000 

ratio at the Federal level. Much of the time of the judiciary is occupied with 
tax cases; total cost of the Federal judiciary in 1944 was $13,075,000. 

See Fiscal Helations Report, page 307. : 

^ Ibid. f page 308. 
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people, as it did a few years ago, tiian it does for recent years, 
when the Federal personal income tax resulted in taxation of o\^er 
40,000,000 people. 

At the state-local level, the Fiscal Relations Report cominents 
that “available data on the cost of administration of state taxes 
are notorioiish' fragmentary, ill-defined, and unreliable.'' The 
Report nevertheless presents the best a\*ai!able data concerning 
costs of administering state and local taxes. For all state and 
local tax receipts, it estimated the average cost per $100 of taxes 
at $2.32, and for specific major taxes on wliieli data were 
gathered from only a portion of the states in some instances, the 
Report placed the cost per $100 of taxes at a low of 50 cents for 
gasoline and a high of 8 dollars for motor vehicle licenses.^' To- 
tal estimated costs of tax collection in 1941, including the Bureau 
of Customs but not those of the judiciary, were about $305,000,- 
000. The costs in 1944 were about $375,000,000. In both cases, 
state and local costs account for about $220,000,000. After point- 
ing out the limitations of cost of administration data, unless ac- 
companied by such qualitative considerations as “adequacy of ad- 
ministration,” the Report nevertheless concludes that “in few, if 
any,' cases of overlapping taxes can the States administer their 
laws as eflBciently in terms of a ratio of outlays to collections as 
can the federal government.” 

(6) Costs of taxpayer compliance. It has akeady been em- 
phasized that economy in tax administration includes the cost of 
compliance from the taxpayers' point of \ iew as well as the costs 
of collecting taxes by go\^ernmental agencies. Little investiga- 
tion of these costs has yet been made, however. The principal 
available study was made by Professor Haig for the year 1934,^^ 
which he himself characterized as “a pioneering expedition into 
unexplored territory ” It was based on a sample of 163 cm*pora- 
tions which responded in detail to a questionnaire originally sent 
to 1,600. Despite various biases toward overstatement, Haig 

See the Report, page 308. The writers continue: . . tlie cost of the tax 

mechanism is a major consideration in the ease for tax coordination. 

In some instances tliis 8 dollars may have included expenditures for higbwaj 

policing functions. . , . i ^ ^ 

See the Report, page 310, where some of the reasons for this are also noted. 
, ^ See Robert Murray Haig, ‘The Cost to Business Concerns of Compliance \yith 

Tax Laws/' The Management Review^ Vol. 24 (November, 193o), American 
Management Association, pages 323-333. 
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concluded that “actual contact with the individual returns has 
led me to the behef that the costs of compliance are understated 
in more instances tlian they are exaggerated.” Cost of compli- 
ance was: 

1. For state corporation income tax (median of 76 corporations), 
9.5 per cent of tax. 

2. For Federal corporation income tax (median of 95 corporations), 
4.7 per cent. 

3. State sales tax (arithmetic mean for 91 corporations), 3.7 per 
cent. 

4. Property tax (arithmetic mean for 122 corporations), 1.04 per 
cent. 

5. The 163 corporations in the sample filed 31,100 primary tax re- 
turns (basis for determining liability), 6,268 Federal and 24,782 
state and local. In addition, they made over 160,000 informa- 
tional returns and other reports to tax ofiicials. 

No quantitative data on the costs of taxpayer compliance yet 
exist, although Professor Martin, in his studies of tax administra- 
tion for the Senate committee on “Federal, State and Local 
Fiscal Relations,” “guessed” these costs as high as 200 million 
dollars in 1941, and total costs of tax administration (collection 
and compliance) as about half a billion dollars. 

With reference to the Haig study, it is of interest that after 
pointing out limitations arising especially from the fact that the 
year studied was a late depression year ( 1934), the committee re- 
port concluded: “Even making ail due allowances for important 
elements of uncertainty and probable exaggeration in (Haig’s) 
figures, they carry enough weight to make an impressive case for 
doing something about compliance costs.” 

(7) Taxpayer costs and interstate trade barriers. In view of 
the interest during the last decade in tlie subject of interstate 
trade barriers, it is of interest that Haig was himself especially 
impressed by the relatively high compHance costs of corporations 
doing business in more than one state. Thus, he found that of 
63 corporations that paid state corporation-income taxes, and 
furnished sufficient information dor analysis, businesses confined 
to one state had a typical compliance cost of 3.5 per cent where 
the typical cost for concerns doing business jn more than one 

" Haig, “The Cost to Business Concerns,” page 326. 

“ See die Report, page 312. 
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state was 10.5 per cent.^^ He attributed tliis differential to the 
lack of uniformity in state laws and found in these liigh costs of 
doing business in more than one state an important barrier to the 
extension of a genuine free-trading area within the economy. 

Haig, of course, was only touching on the fiscal barriers set 
up by the states to discourage interstate trade. Under the 21st 
Amendment (which repealed the 18th Amendment establishing, 
prohibition), control over liquor manufacture and its sale was 
given to the states, along with control of importation from 
other states. The result has been a nation-wide movement on 
the part of the states to give especially favorable treatment to 
home producers rather than foreign producers. Better known 
are special tax restrictions placed by some states on the sale of 
margarine and operation of chain stores, and the imposition of 
especially heavy taxes and restrictions on trucks and buses en- 
gaged in interstate commerce. These restrictions all operate to 
impair what we have called ^'the best aUocation of productive 
resources.” It is encouraging to note that influential bodies like 
the Council of State Governments have begun to move against 
these trade barriers in recent years. 

(8) Other administrative aspects of taxation. A complex tax 
system necessarily makes it difficult to attain desired adnainistra- 
tive goals in taxation, as we have seen in examining such goals as 
simplicity and .economy. To the latter, Adam Smith added the 
canons of certainty and convenience, both of which merit brief 
consideration.^^ The nature of certainty is fairly clear. In a 
democratic society, rules governing the tax structure should be 
laid down by the representatives of the people and should be en- 
forced without discrimination among persons similarly situated 
with respect to liabihty for any given tax. Tax legislation should 

^ See Haig, ^‘TKe Cost to Busmess Concerns," pages 328-330. 

^ Smith laid down his administrative canons as follows, in the Wealth of 'Na- 
tions, Book V, Chapter 2: 

a. The tax which each individual is bound to pay ought to be certain and not 
arbitrary. The time of payment, manner of payment, quantity to be paid, 
ought all to be clear and plain to the contributor and to every other per- 
son. {certainty) 

b. Every tax ought to be levied at the time, or in the manner, in which it is 
most likely to be convenient for the contributor and to every other person. 

( convenience ) 

c. Every tax ought to be so contrived as both to take out and keep out of 
the pockets of the people as little as possible, over and above what it 
brings into the pubBc treasury of the state, {economy) 
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be made as understandable and simple as possible for those taxes 
which are used. In this sense, taxes which are used should be 
certain, clear, and not arbitrary. 

But attaining certainty in our tax system is more difficult than 
stating its nature. Thus, in Federal taxation alone, “no less 
than thirteen sources, with diverse aims, backgrounds and equip- 
ment, contribute to the stream of tax law vexing and confusing 
federal taxpayers .... Uncertainty is part of the price paid to 
protect individual liberties and rights from arbitrary encroach- 
ment by government action.” These sources are a combination 
of the actions of legislative, administrative, and judicial agencies, 
and all contribute to making certainty of tax liabffity a goal dif- 
ficult to attain. 

Convenience is a less important criterion for tax administra- 
tion.^^ Other things being equal, there is certainly a case for col- 
lecting a tax at the time, and in the manner, most convenient to 
the taxpayer. For instance, a major development of Federal 
income taxation since 1942 has been to adjust the time of pay- 
ment more closely to the current economic capacity of the tax- 
payer by shifting toward a cturent collection system. This is in 
line both with greater convenience (and compliance) for the tax- 
payer and with the goal of flexibility in tax collections discussed 
earlier in this chapter. 

However, other things are not always equal. Thus, it would 
appear that under our present system of collecting Federal per- 

^W. J. Shultz, American Public Finance, 309. Shultz summarizes the 
problem as follows: ''Legislators are not the sole contributors to the taxpayers’ 
bewilderment. After Congress enacts a tax statute, the Treasury supplements 
the law with regulations, and amends die regulations with frequent 'decisions.’ 
The Bureau of Internal Revenue and the General Counsel make both published 
and unpublished rulings and interpretations, and mimeographs attempt to convev 
to officials the policy and attitude of the administration. Judicial interpretation 
then enters. Every federal district court, the Board of Tax Appeals [now the 
Tax Court], and the Court of Claims, establish the law in those cases over which 
they have original jurisdiction. Circuit Courts of Appeals hand down binding 
interpretations. The Attorney-General’s opinions on tax matters are controlhng 
on the administrative authorities; and the Solicitor-General governs the Bureau 
by determining the cases in which to apply for or consent to review, and the 
cases in which to acquiesce in lower court decisions. And the Supreme Court 
has final word in the limited class of cases which reach hearing there.” Words 
in the brackets have been added by the writers. Reprinted by permission of 
Prentice-Hall, Inc., New York. Copyright 1942 by publishers. 

*'’^The canon of convenience is discussed here in a somewhat diEerent frame- 
work from that considered by Adam Smith, Smith related convenience to com- 
pliance. Although we acknowledge this relationship, compHance has been 
treated as a separate problem (see the sections on tax administration). 
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sonal income taxes, the factor of convenience has been too 
heavily weighted ki favor of the farmer. Whereas most self- 
employed persons ( potentially taxable ) must make an estimate 
of annual tax hability every three months (which they can sub- 
sequently revise) and pay a quarterly share on that basis, the 
farmer is not required even to declare his estimated liability until 
the first month of the next year (January 15). Recognizing the 
imperfections and -difficulties of farm bookkeeping, we still feel 
that present regulations represent an imdue concession to the 
farmer. 

Again, commodity taxes falling largely on consumers may be 
relatively convenient to pay, coming in small driblets and gen- 
erally not requiring a return from the consumer. This, however, 
is not enough to tip the scales in favor of regressive commodity 
taxes as opposed to the objections to them which can be raised. 

(9) Conclusions on tax administration. The remarks we have 
made on tax administration may be summarized as follows: (1) 
Such goals as relative simplicity and economy tie in directly with 
major objectives of taxation which we have advocated. (2) 
These goals, along with others, are themselves difficult to attain 
in a fiscal system which permits the operation of 49 sovereign 
government units and 155,000 total government imits having 
some taxing power. (3) True economy in tax administration 
includes more than just the money costs of administration. It 
also includes the maximization of public and taxpayer morale by 
widespread and nondiscriminatory use of resources devoted to 
enforcement. Nevertheless, economy does include costs of tax- 
payer compliance as well as costs of tax collection. Together, 
these probably tie up resources aggregating half a billion dollars 
a year. Reduction in the use of resomrces for this pirrpose should 
be possible and to the extent accomphshed, the national product 
available for private use could be increased.^® (4) Substantial 
reduction in the use of resources for tax administration (includ- 
ing costs both of tax collection and of compliance) can probably 

is recognized that (a) reducing the cost of compliance is concerned with 
the attitude of the taxpayer toward government as wefl as with actual lowering 
in compliance costs, (b) the compliance problem is by ho means confined to 
corporations, though most easily subj'ect to measurement at the corporate level. 
The aggregate of time and energy used by individuals in keeping and supplying 
tax information — especially information on tlie income tax — is substantial, although 
recent progress in simplifying income tax procedure is impressive. 
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be maximi 2 ed only through a gradual, but quite complete re- 
casting of Federal-state-fiscal relations. This recasting would, 
among other things, increase the relative role of the Federal 
government in tax collections and administration.^^ (5) Such 
other ti'aditional goals of administration as relative certainty and 
convenience cannot be ignored. But relative certainty is re- 
stricted by the complex tax system wliich we have built and by 
the provision for its continuous alteration by a combination of 
legislative, administrative, and judicial agencies. Convenience 
must be evaluated in the light of the major tax policies which 
have been advocated in this book. It conforms with some, but 
conflicts viith others. This weakens its usefulness as a tenet of 
soimd tax administration. 


Summary 

From this discussion of fundamental considerations in taxa- 
tion, it is apparent that a “good” tax system is one which will con- 
tribute to the acliievement of the major objectives of fiscal policy 
emphasized throughout this book. Such objectives have cen- 
tered about: (1) promoting full employment, (2) obtaining 
equity in income distribution, (3) minimizing interference with 
the allocation of economic resources — ^unless antimonopoly fiscal 
policy is utilized. In terms of taxation, it has been indicated that 
achieving the first objective means principally planned flexibility 
in taxation at the national level. Achieving the second objec- 
tive centers largely around ability to pay taxation, while obtain- 
ing the third goal is related to important aspects of tax adminis- 
tration, especially relative simplicity and economy. 

It was also pointed out that minimizing interference with re- 
source allocation would mean a reduction in taxes on specific 
commodities and occupations, such as taxes on cigarettes and on 
chain stores, but the problems involved in such tax reduction 
were recognized. The possibility that a combination of sub- 
sidies and taxes might make a direct means of attack on monopoly 
elements was recognized, but upon analysis the possibilities of 
such fiscal policy were found to be limited. 

In the course of our discussion, it became apparent that major 

One of the Enel conclusions of the Fiscal Relations Report on tax administra- 
tion was tiiat if the fiscal independence of the states is to be maintained even at 
its present level, other interests than those of strictly administrative advantage 
must be weighed in the balanced See the Report, page 315 . 
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revisions in our tax structure will be required if taxation is to 
make a substantial contribution toward achieving our stated 
objectives of fiscal policy in the .future. These revisions will be 
discussed in succeeding chapters, in the light of our recognized 
objectives for fiscal policy. They will emphasize, in turn: 

(1) Personal income taxation as the heart of the future tax struc- 
ture. 

(2) Drastic simplification in business taxation, in two main re- 
spects: (a) a great deal of integration of business taxation and 
taxes on owners of business, (b) simplification of the compli- 
cated business tax system of the states. 

(3) Declining emphasis on the taxation of commodities and serv- 
ices. 

(4) An overhauling of death and gift taxation, with recognition of 
the increasing role which death taxes should play in controlling 
inequality. 

(5) Modernization of the property tax, along lines indicated by re- 
cent trends and developments. 

(6) A continued growth in intergovernmental grants from larger 
to smaller units, both (a) to promote greater equalization of 
resources among governmental units, and (b) as a natural con- 
sequence of the most eflBcient method of collecting most taxes, 
that is, through the Federal government. 

This adds up to a reorganized over-all tax structure, centering 
around a flexible, centrally collected, progressive personal-income 
tax. 
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CHAPTER XII 


SHIFTING AND INCIDENCE OF TAXATION" 


The Problem 

I N ANALYZING the impacts of various' kinds and amoxmts of 
taxes upon the allocation of resources, the distribution of in- 
come, or the level of production and employment, it is important 
to know how these taxes affect relative prices for products and 
productive agents. If a tax changes the price pattern, it is 
usually said that this tax — or at least a part of it — has been 
shifted. The economic unit paying the tax money to the Treas- 
ury is not the economic imit upon whom the entire burden of the 
tax rests. If buyers of the goods or services which this unit 
sells pay higher prices for these goods or services, a part of the 
incidence of the tax has fallen upon them. The tax has been 
shifted forward. If sellers of goods or services which this imit 
purchases receive lower prices, at least a part of the bmrden of 
the tax has been shifted to them. The tax has been shifted back- 
ward. 

It has already been pointed out that tax collections, viewed in- 
dependently of the way in which tax revenues are spent (the 
pattern of government expenditure) are deflationary. They tend 
to reduce money expenditure for goods and services. If this re- 
duction in money expenditmre weakens markets sufficiently to 
bring increased unemployment, the burden of the tax is widely 
diffused. However in this analysis of shifting and incidence, it 
will be assumed (unless otherwise specified) that employment 

^ The theory of shifting and incidence of taxation has received extensive treat- 
ment in economic literature. Refer to such studies as Otto Von Mering, The 
Shifting and Incidence of Taxation, Philadelphia: Blakiston Co., 1942j Edwin 
R. A. Seligman, The Shifting and Incidence of Taxation, 5th edition revised. New 
York: Columbia University Press, 1926; F. Y. Edgeworth, “The Pure Theory of 
Taxation/' The Economic Journal, VII (March, June, and December, 1897), 46- 
70, 226-238, and 550-571; Duncan Black, The Incidence of Income Taxes, Lon- 
don: The Macmillan Company, 1939; and Marion H. Gillim, “The Incidence of 
Excess Profits Taxation/' Columbia Unieersity Studies in History, Economics and 
EuhliQ Lam^ No. 514* 
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and total money expenditmre are unaffected. This could be the 
situation if tax and other policies were formulated with an eye 
toward maintaining full employment. Within such a frame- 
work we can view the effects of taxes upon relative prices and the 
consequent effects on the allocation of resources and the distribu- 
tion of income. 


Basic Assumptions 

Economic units act "rationally.” In order to analyze the inci- 
dence of different kinds of taxes, it is necessary to know how 
various economic units will act in response to changes in their 
economic environment. Although we can not formulate a gen- 
eral theory describing exactly how the firm, the resource owner, 
or the consuming unit behave, we can estimate the direction of 
the response — ^ff we can assume that the economic unit acts con- 
sistently in trying to attain some preferred position. 

( 1 ) The -firm. The firm is the imit of production organization. 
It buys or leases the services of productive agents and mobilizes 
these services in turning out products ( goods and services ) which 
it sells. Within the firm are made decisions regarding what to 
produce, how much to produce, what techniques of production 
to utilize, and what and how much of the various productive 
agents to employ. These decisions are made in the hght of such 
factors as expected demand conditions for products and ex- 
pected supply conditions for productive agents.^ 

In most analyses of shifting and incidence of taxation, it is 
assumed that the firm attempts to maximize expected profit.® It 

^ For analysis of the theory of the firm refer to such works as J. R. Hicks, Value 
and Capital, New York: Oxford University Press, 1939; George J. Stigler, The 
Theory of Price, New York: The Macmillan Company, 1945; or Kenneth E. 
Boulding, Economic Analy^. 

^ In most situations demand conditions for products, supply conditions for pro- 
ductive agents, and even the teclinical rates of conversion of productive agents 
into products are not anticipated with certainty by the firm, fox example, the 
firm knows that a number of different prices may be received for products or 
paid for productive agents, but just which price will be received Or paid is not 
known. The entrepreneur may make certain estimates of the probability of each 
of these prices holding at different dates in the future when he may buy or sell. 
Not only die most probable price but also other factors such as the range of 
expected prices may infiuence the firm^s plans. A tax may not alter the most 
probable profit position, but may reduce die probability of large profits and in- 
duce the firm to change its plans. 

See, for example, Gerhard Tintner, "The Theory of Production Under Non-Static 
Conditions,” The Journal of Political Economy, Vol. I, No. 5 (October, 1942); 
George J. Stigler, "Production and Distribution in the Short Run,” The Journal of 
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is also assumed that the firm had reached its preferred position 
before the imposition of the tax, and that if the tax changes the 
conditions facing the firm, it will adjust its operations to achieve 
the preferred position after the tax had been imposed. 

Considerations other than profits may also be of importance 
in motivating the firm. An entrepreneur may, for example, wish 
to preserve a minimum liquidity position or to maximize some" 
combination of liquidity and profits, or he may be interested in 
expanding the size (net worth) of the business even though lower 
profits will be the result. Some combination of size, liquidity, 
and profits may be maximized. 

Ignoring these other factors and assuming that the firm is mo- 
tivated only by profit considerations is an oversimplification. 
However it does not invalidate estimates of the direction of 
changes induced by taxes as long as factors which change profits 
do not® alter liquidity or size, or as long as changes in profits are 
accompanied by changes of the same direction in liquidity or size. 
It seems reasonable to expect that factors reducing profits would 
also work toward reducing liquidity and the net worth (size) of 
the enterprise. Also changes increasing profits would tend to 
increase liquidity or net worth. 

(2) The resource owner. Like the firm, the resource owner 
is interested in achieving some preferred position. If he is the 
owner of capital agents, he may be interested in maximizing re- 
turns from the sale of these agents or then: services. If he sells 
only his labor, he may be interested in maximizing some com- 
bination of real wages and leisure. 

In analyzing the impact of taxes upon the resource owner, it 
must be assumed that he had achieved his preferred position be- 
fore the tax was levied and that he, too, will adjust his conduct if 
a new preferred position emerges after the tax is imposed. As 
long as the various components of the preferred position are sub- 
stitutes (for example, more leisure can compensate for a smaller 
real wage), our analysis is not invahdated by assuming that the 
resource owner attempts to maximize returns from the sale of the 
services of the agents which he owns., 

Political Economy, Vol. XL VII, 1939; A. G. Hart, “Anticipations, Uncertainty 
and Dynamic Planning,” Studies in Business Administration, The School of Busi- 
ness, University of Chicago, Vol. XI, No. 1, 1940; H. Makower and J. Marschak, 
“Assets, Prices and Monetary Theory,” Economica (new series), Vol. V, 1938; 
and Oscar Lange, Price FlexibiUty and Employment, 
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(3) The consumer. The consuming unit makes decisions re- 
garding how its gh'en income should be allocated in the purchase 
of various goods and services. Just what the consuming unit is 
attempting to maximize is not subject to measurement. How- 
ever, it is not necessary to know exactly what is being maximized. 
It is necessary only to assume tliat the consumer is attempting to 
reach some preferred position and that he is acting consistently.^ 

(4) Implications for analysis of tax shifting and incidence. 
These assumptions regarding rational action by the various eco- 
nomic units are basic for analysis of tax shifting and incidence. 
The firm may try to shift a tax through increasing the selhng 
prices for its products or tlirough reducing the purchase prices 
for resources which it employs. The resource owner may try to 
shift a tax tlirough increasing the selling prices of his resources. 
The consumer may try to shift the tax through reducing his buy- 
ing prices. It follows from our definition of shifting that a trans- 
action involving a price is necessary for a tax to be shifted.® The 
conditions under which relative prices may be changed will be 
the center of our analysis of shifting and incidence of taxation. 

The test of whether a tax actually has been shifted is not 
whether the price pattern has changed after the tax but whether 
the price pattern is different from what it would have been in the 
absence of the tax. Changes in tastes and in technology may 
work toward changing prices in an opposite direction from that 
which the tax is causing. For example, a tax of one cent per 
gallon may be imposed on gasoline. At the same time there may 
occur a technological improvement in gasohne production. 
Prices to consumers may be imchanged even though the tax has 
been shifted to them. The empirical difiBculties in determining 
shifting and incidence are quite like those encoimtered in de- 
riving empirical supply and demand functions for commodities.® 

* Implying that the consumer is attempting to achieve some preferred position 
and that he acts consistently means that he is able to rank various combinations 
of goods according to preferability and that, in indifference-curve analysis, in- 
difference curves do not intersect. It is not necessary that specific values be as- 
signable to various indifference curves. 

® The consumer is likely to seek, to avoid a tax by altering his consumption pat- 
tern. This may throw part of the burden of a tax back to firms and resource 
owners even though the effect of the consumer's action prevents the tax from 
beang collected. .The economic effects of a tax are by no means confined to those 
which follow from the actual collection of the tax itself. 

^Progress has been made in solving the problems posed in deriving empirical 
supply and demand functions. For example, a system of equations, rather than a 
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Government expenditure for resources unchanged. In order to 
separate the effects of the taxes from the effects of the way in 
which the tax money is being spent/ we shall first assume that 
the level of government expenditure for resources is independent 
of tax collections and is unchanged. This is not a very realistic 
assumption for cases where the taxes are being collected by tlie 
state and local governments. These units usually try to match 
tax collections and expenditures and they spend mostly to pur- 
chase resources. But, if the Federal government taxed only to 
avoid inflation or to redistribute money incomes, Federal expendi- 
tures for resources would need to be altered. This assumption 
will be relaxed at a later stage in the analysis. 

Constant total money expenditure per unit of time. A further 
simplification will aid us in abstracting from the general defla- 
tionary impacts of taxation. We shall assume (unless otherwise 
specified) that the total volume of hioney expenditure for goods 
and services is tmchanged. This assumption is not tmreasonable 
if we are comparing the effects of various kinds of taxes. For 
example, the funds from increased tax collections might all be 
transferred to income receivers having the same propensity to 
spend as those from whom the funds were taken. Or, a sales 
tax might be removed as an income tax was inaugurated. 
Although relative prices probably would be altered by such a 
change, the amounts of tax collected by the levy on personal 
incomes could be adjusted so that the total volume of money 
expenditure in the economy would remain unchanged. 

General Principles of Shifting and Incidence 

The shifting of a tax comes about through price transactions. 
A change in equilibrium price for a good or service must be 
brought about by a shift in either the supply or demand for that 
good or service, since, by definition, market equilibrium exists 

single equation, expresses price-quantity relationships and may be derived with 
‘ existing statistical methods. Refer to J. Marschak and W. H, Andrews, "‘'Random 
Simultaneous Equations and the Theory of Production/" Econometrica, XII, 1944, 
and to Trygve Haavelmo, "The Probability Approach in Econometrica/" Econo- 
metfica, XII (Supplement, July, 1944). It is possible that in the future we 
may be able to estimate with increasing accuracy the way in which a tax is shifted. 

This permits us to neglect changes in the cost positions of various firms as a 
result of changes in government expenditures and to simplify the analysis. Note, 
in contrast, the assumptions made by De Viti de Marco. See Antonio De Viti de 
Marco, First Principles of Public Finance, translated by E. Marget, pages 150-51, 
New York: Harcourt, Brace & Co., 1936, 
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onlv when suppiv and demand are equated. Consequently, if 
the imposition of a tax induces a seller to shift upward his supply 
schedules, all or a part of the tax may be shifted to buyers. 
Analysis of shifting and incidence thus becomes an investigation 
of the conditions under which the imposition of a tax induces 
changes in demand or supply which would not have been made 
prior to the tax. 

Increases in selling prices — forward shifting. A tax collected 
from a seller will reduce the seller’s net receipts unless, as a 
result of the imposition of the tax and its impact upon supplies 
of other sellers, he is in some way able to increase the prices for 
the goods and services which he sells.® If the seller will not 

O 

absorb this reduction in net receipts without contracting his 
supply schedule, and if the demand for the good or service is 
unchanged, an increase in the prices of the things which he sells, 
and a reduction in the amount exchanged will be the result. 

(1) Taxes upon the resource owner. For the resource owner, ‘ 
a tax upon sales of his resources for particular uses would en- 
courage him to sell more of these resources for untaxed uses. 
The same amounts of these resources would be sold for taxed uses 
only at a higher price. 

If all uses are taxed, or the tax is independent of the use of the 
resources, rdative opportunities are xmchanged. There is no gain 
to the resource owner from altering the pattern of sale.® 

(2) Taxes collected from the firm. Imagine that the pro- 
ducers of a given good or service employ only unspecialized pro- 
ductive agents which have many other uses. Assume also that 
the percentage of the total supply of resource^ used in this in- 
dustry is so small that the prices of productive agents are un- 
changed even though the industry's output is doubled or cut to 
zero. Factor supplies, in other words, are perfectly elastic for the 
industry as a whole or for any single firm in the industry. If 
the firms offer lower prices for the resources, none will be made 
available to tfiem. 

® The adjustments in selling prices as a result of the tax must be made more or 
less simultaneously by. all sellers. This means a gradual increase in price if the 
tax is shifted forward. • 

^ Since it is a bit difficult to tax leisure — ^the alternative to work — a tax upon 
wages may encourage laborers to devote less time to work and more to leisure. 
Similarly, a high tax upon the incomes of professional, managerial, and entre- 
preneurial groups may encourage these people to devote less time to work and 
more time to spending their money and seefing additional noncash income. 



SHIFTING AND INCIDENCE OF TAXATION 217 

(a) Perfect competition. It is conceivable that the demand 
curve facing any firm in the industry is perfectly elastic and that 
each firm is making only enough profit to induce the operator to 
maintain his investment in the production of this good or service. 
This condition, together with the specifications made above re- 
garding the supplies of productive agents, constitutes important 
elements of the situation known as long-run equilibrium in per- 
fect competition. 

A tax collected from a single firm in the industry — ^whether 
the tax is related to the quantity of output, the quantity of in- 
puts, or a fixed fee such as a license tax — ^will eventually drive 
this firm out of business. The firm cannot increase its selling 
prices or it will sell none of its products. Its net receipts will be 
reduced by the amount of the tax. Although it may continue to 
produce as long as current operating costs can be met from 
current receipts, output will be contracted when important ele- 
ments of plant and equipment must be replaced. ( See Figures 
4a and 4b.) 

If the tax is levied upon all firms in the industry, the supply of 
the product must eventually be contracted — unless, of course, 
there are compensating improvements in technology or reduc- 
tions in the prices of productive agents. This will be the tendency 
regardless of the kind of tax, as long as the tax is collected only 
from firms in this industry. For production to continue in the 
long run, the price must rise. 

( b ) Imperfect competition. In situations where the firm has a 
conscious price poHcy and where profits are in excess of the 
minimum necessary to keep the firm producing at the pretax level 
of output, a tax collected from a firm may not alter its supply 
schedule, even in the long run, as long as such a tax is not in 
excess of abnormal profits and as long as the tax is not tied to the 
level of output.^^ Such a tax is similar to an excess-profits tax 

is recognized that singling out one firm for taxation from the many firms 
in a competitive industry is very unlikely and would be difficult administratively. 
This example is introduced to illustrate that what is true in the taxation of a 
single firm in an industry is not necessarily true for taxation of all firms in the 
industry. 

^^Even though the product-demand and factor-supply schedules facing the 
firm are perfecdy elastic, profits may be greater than normal because of im- 
pediments to the movement of resources or ignorance of relative profit oppor- 
tunities. This situation is frequently called ‘pure” competition. Cf. Edward H. 
Chamberlain, Theory of Monopolistic Competition^ 4th edition, Cambridge, Mass.: 
Harvard University Press. Imperfections of this variety represent a relatively 
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and would be essentially one upon a rent. The entrepreneur 
could achieve no higher return in other lines of enterprise. He 



Eiffect of a Tax Levied Upon the Output of a Single Firm Under Perfect 

Competition 

OL is the pre-tax long-run level of output, while OK is the short-run 
output after the tax. At OL, total profit (in excess of "hormar profit) 
is zero. At OK, total loss is KG' HG, the rninimuni loss possible un- 
der the new conditions. As long as total loss is less than fixed costs 
(OF =:>OF'), the firm will contract output, but will continue to pro- 
duce in the short run. In the long run, losses cannot be avoided, and 
output must be contracted to zero unless the price is increased to cover 
the tax. 

uninmortant sort of situation in present-day markets, largely because there 
are few instances where product demands and resource supplies are perfectly 
elastic. However, for analysis of tax shifting and incidence, this case can be 
treated approximately the same as the case to be treated in this section \inder 
imperfect competition. 
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would not be induced to stop investment in his current enterprise 
and reinvest in another. If, however, the tax is related to the 
level of output, it will pay the firm to contract output, regardless 
of the size of the tax or the level of profits. (See Figures 5a 
and 5b.) 

Thus, under the conditions postulated in this portion of the dis- 
cussion of forward shifting — supplies of productive agents per- 
fectly elastic to the industry and each firm achieving profits in 



Effect of a Tax Collected from a Single Firm Under Perfect Competition, 
if Tax Is Independent of Output 

OL is the pre-tax, long-run level of output. As long as the tax is 
less than fixed cQsts, OF = OF', the firm will continue to produce out- 
put, OL, since at no other level can losses be reduced below LH' = 
JH. In the long run, unless price is adjusted to cover cost including 
the tax, output will be reduced to zero. 
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excess of those necessary to keep it from disinvesting — a tax col- 
lected from the firm will not alter the firm’s supply schedule as 
long as the tax does not exceed these abnormal profits and is in- 
dependent of the level of output. A license tax would be of this 
variety. A tax related to the level of output — an excise, for ex- 
ample — ^will induce the firm to contract its output and conse- 
quently will alter supply. A higher price will be neei^ed to 
induce the pretax level of output. 


4 * 

DOLLARS 


TOTAL OUTLAYS 
INCLUDING TAX 
PER UNIT OF 
OUTPUT 

/ 

/ 

/ 

/ 


TOTAL OUTLAYS 
BEFORE TAX 


TOTAL 

RECEIPTS 


BEFORE TAX 


UNITS OF 


OUTPUT 




TOTAL PROFIT ABOVE NORMAL 


PRORT BUT AFTER TAX 


TOTAL PROFIT ABOVE 


NORMAL PROFIT 


AND BEFORE TAX 


Figure 5a 
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OL is the output at which profit is at a maxiinum before the tax, 
while OK is the output at which profit is at a maximum after the tax. 
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Reductions in buying prices — backward shifting. In addition 
to shifting a tax forward through increasing the selling prices for 
products, a firm or industry may shift a tax backward through re- 
ducing the buying prices for productive agents. If the supplies 
of productive agents are completely elastic to the aggregate of 
firms from which the tax is being collected, no reduction in the 
prices of these resources can result. However, if as the firms 
reduce their purchases of an agent its price falls backward, shift- 



Effects of Changes in Supply Upon Price Under Various Demand Conditions 

SiS'i represents the supply schedule before the tax* After the im- 
position of the tax, the supply schedule shifts to the position S2S'2* 

If the demand is perfectly elastic (DiD'i), there will be no change 
in price. Only the quantity exchanged will be reduced. If the de- 
mand is perfectly inelastic (DsD's), price will increase by the full 
amount of the shift in supply and there wiU be no reduction in the 
quantity exchanged. If the demand schedule is D2D'2 price will in- 
crease — ^but less than if the demand were DsD^s — and the quantity 
exchanged will decrease, but less than if the demand were DiD'i. 
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ing may be the result. Some laborers, for example, may be rela- 
tively immobile because of their high degree of specialization, 
costs of moving to other communities, attachment to the com- 


DOLURS TOTAL NET PROCEEDS FROM 



The total product curves represent the relationships between inputs 
of a factor (inputs of other factors remaixung unchanged) and the 
total sale value of the product. 

The marginal product curves represent the finny's demand for the 
productive agent. Obviously, if the tax is dependent upon output, the 
demand for the factor will be reduced. If tiae tax is independent of 
output, the factor demand is unchanged. (See figures 4b and 5b.) 



224 PUBLIC REVENUES AND PUBLIC BORROWING 

munity in which they live, and other factors. Such immobility 
permits backward shifting. 

Assume that each firm was equating the marginal revenue 
productivity of each factor with its marginal cost. A tax related 
to output will reduce the proceeds (after tax) from each unit of 
output and consequently the value to the firm of the contribution 
made by each unit of input. In other words, the marginal reve- 
nue productivity of each unit of input will be reduced. A re- 
duction in the firm’s demand for each factor will result (see 
Figure 7). 

If, however, the tax is independent of output, the contribution 
of any productive agent is unaltered as a result of the imposition 
of the tax. Profits cannot be increased, or losses reduced, by 
altering the combination of inputs or outputs, or the level of pro- 
duction. It is only when the tax exceeds the sum of fixed costs 
plus profits in the short run or profits in the long run that pro- 
duction will be altered. 

The effects of a reduction in the demand for a productive agent 
upon the prices of this agent depend upon the elasticity of supply 
of the factor. Given a change m the demand for the factor, the 
change in the price will be inversely correlated with the elasticity 
of supply of the factor. Thus, if the supply of labor is perfectly 
elastic, a reduction in the demand for labor by a given industry 
wiU not reduce wage rates, but will reduce only employment in 
that industiy. For a factor such as land, the supply of which is 
relatively inelastic, a reduction in the demand will largely reduce 
the rate of return to land. 

Backward shifting by consumers. A tax collected from a con- 
sumer reduces the amounts which he has available to spend for 
goods and services or to build up his holdings of cash and securi- 
ties. Some rearrangement of the allocation of his expenditure is 
thus necessitated. The kind of change in the pattern of expendi- 
ture (including changes in cash balances) depends upon the way 
in which the tax is collected — that is, the kind of tax — as well as 
the size of the tax. 

If the tax is levied upon purchases of particular commodities — 
as is the Iowa “use” tax on purchases from mail-order houses, for 
example — ^ihis is equivalent, in the eyes of the consumer, to an 
increase in the price of the taxed commodity relative to prices of 
other goods and services. Although purchases of nearly all items 
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are likely to be reduced, the consumer will substitute untaxed 
goods and services for the taxed one. A proportionately greater 
reduction in the amount of the taxed product purchased, and 
consequently, a relatively greater reduction in its price, is to be 
expected. In a sense, a part of the tax is being shifted to the 
sellers; or, inversely, all of such a tax cannot be shifted forward 
to buyers (see Figure 8). 

If the tax is independent of the pattern of consumption — as is 
a personal income tax, for example — ^purchases of all goods and 
services ( as well as cash holdings ) may be reduced. A lowering 
of the general level of prices is to be expected. Some prices, 
however, will be reduced proportionately more than others. The 
prices of those goods and services which are the poorest substi- 
tutes for money — durable consumers’ goods, for example — ^will be 
reduced relative to the prices of goods and services which are the 
best substitutes for money — bonds, for example. 

Obviously, if the tax is levied upon only a single consumer, it 
usually cannot be shifted. His purchases constitute such a small 
percentage of total purchases that he could double them or 
reduce them without affecting at all the prices of goods and serv- 
ices. But, if the tax is collected from consumers, and it is levied 
upon purchases of a particular good or service, the kind of shift- 
ing described above is likely to take place. Sellers of the product 
will find the relative demand for that product reduced independ- 
ently of the general level of money expenditure. An income tax 
collected from aU consumers, however, will have the impacts de- 
scribed above only if it reduces total real income. If the general 
level of money expenditure is unchanged — as could be the case 
if some people were taxed and the proceeds transferred to others 
— ^the impacts of the tax would be wholly the result of diSerences 
between the preferencs of those taxed and those receiving the 
proceeds. 

Forward and backward shifting. In many instances in which a 
tax is shifted, it is shifted both forward and backward. Eco- 
nomic units such as the firm ^e both buyers and sellers. When 
a tax is collected from them, prices for products may be increased 
and bujdng prices for productive agents may be reduced. The 
extent to which a tax is shifted forward or backward depends pri- 
marily upon the elasticities of demand for the things being sold 
and the elasticities of supply of the things being purchased. If 
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Figure 8 

Effects of An Excise Tax Upon Consumer Welfare 


In tbe above illustration, we have been given the consumer s income, 
a sector of his preference system and the relative prices for apples and 
bananas. The consumers income is represented by the quantities of 
apples and bananas which he could purchase (the combinations on the 
line CB), The curves Zi, I2 and I3 represent sectors of contours of 
his preference system. Any combination of apples and bananas repre- 
sented by any point on Ii is equivalent, in the eyes of the consumer, 
to any other combination represented by any other point on Ii. Com- 
binations on I2 are preferable to those on Zi, and combinations on h 
are preferable to those on Z2. The price ratio — ^the ratio of the number 
of apples which has to be given up in order to get a given number of 

bananas — ^is the ratio Under the conditions postulated, the con- 
sumer will purchase OG of apples and OF of bananas. A tax ( AB /OB ) 
on purchases of bananas raises the number of apples that he must 
forego in order to obtain a given number of bananas. He is induced 
to reduce his purchases of both apples and bananas. But, in this 
example, his purchases of bananas are reduced proportionately more 
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the supply of a productive agent purchased by the firms from 
which the tax is being collected is relatively inelastic wliile the 
demand for the firms products is relatively elastic, the bulk of the 
tax will be shifted backward. Prices of productive agents will 
be reduced proportionately more than prices of products are in- 
creased. On the other hand, if the demand for the firms’ prod- 
ucts is relatively inelastic while the supplies of productive agents 
are relatively elastic, the bulk of the tax will be shifted forward. 
Prices of products will be increased proportionately more than 
prices of productive agents are reduced. 

The relative difficulties of shifting a tax thus depend upon the 
way in which various opportunities are affected. A specific tax — 
a tax upon the use of a particular productive agent in a par- 
ticular line of production — ^is more likely to be shifted than is a 
general tax which affects all opportunities for using the resource 
in the same manner. 

For example, a tax upon land used in producing tobacco is un- 
likely to be shifted if die land is adaptable only to tobacco pro- 
duction. No more favorable opportunities for using the land in 
producing commodities other than tobacco exist after the tax than 
before. If, however, the land can be used to produce com as 
well as tobacco, and only its use in producing tobacco is taxed, 
the tax is likely to be reflected in higher tobacco prices. Unless 
the return from producing tobacco is equal to that from produc- 
ing com, the land will be used to produce com. 

Long-run and short-mn adjustments. In the preceding analy- 
sis, we have referred to long-run and short-ran effects of taxes. 
Since it takes time for adjustments to be made after relative prices 
have been altered, the short-run adjustment as a result of a tax 
will be different from the ultimate adjustment. For example, 
an excise tax collected from manufacturers may induce relatively 
httle immediate shift in output or price. A manufacturer may 
try to increase liis price to cover the entire tax, but he will find 
that he is making less profit (or a greater loss) than if he equated 
marginal net returns (considering the tax) with marginal current 
operating costs. For a time, indeed, total returns may be insuffi- 
cient to cover total costs. 

Eventually, however, a decision must be made with respect to 
incurring additional fixed costs — ^the replacement of a piece of 
equipment, for example. Unless the product price is expected 
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to be increased or resource prices are expected to be reduced, the 
decision will be against the replacement. As more time passes, 
other similar decisions involving this and other firms -will have to 
be made. Each decision against incurring costs which would per- 
mit output to be maintained wiU result in a reduction in output. 

As output is contracted, the price for the product will increase, 
or prices for resom'ces will fall. Ultimately, unless there are 
other changes, prices will be altered so that there will be no 
further incentive for changing output. This is the position of 
long-run equilibrium. Intermediate positions between decisions 
will be positions of short-nm equilibrium. 

The element of time as it is related to adjustments induced by 
taxes is thus of primary importance in cases where specialized 
resources are used in production. Highly specialized machines 
or laborers with skills adapted to a particular industry may accept 
lower returns for a time without moving from the industry. The 
machine may have no alternative use. The capital invested in 
it cannot be moved except by allowing the machine to depreciate 
through use. For specialized laborers to retrain for another job 
takes time and involves some expense. Such factors as attach- 
ment to the home, community, and even the particular kind of 
job that he has been doing may deter a laborer from moving 
even though he could get higher wages in other employment. 

Where the resources are not specialized and can be moved 
rapidly, their supply schedules to any industry may be highly 
elastic. The long-run and short-nm distinction in such a case is 
unimportant, for the two equihbrium positions tend to coincide. 

Impacts of changes in government expenditures. Thus far in 
the analysis it has been assumed that various kinds of taxes are 
being turned on and off without any change in government ex- 
penditure. The analysis may be made more general by discard- 
ing tins assximption of no change in government expenditure. 
Changes in the level of government expenditure may counteract 
or reinforce the effects of taxation upon relative prices. 

Increases in government expenditure, since they 'will increase 
demand, will, in general, tend to move the price level in a direc- 
tion opposite to that brought about by taxation, whereas decreases 
in government expenditure will reinforce taxation. There may 
be two other kinds of impacts: ( 1) a change in relative demands; 
(2) a change in relative costs and hence in relative supplies. 
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An increase in government expenditure, the level of tax collec- 
tions being held stable, will result in more disposable income for 
the private economy. This will tend to increase the general level 
of money prices. But, proportionately it will increase most of all 
the prices of those commodities which are the poorest substitutes 
for money — durable consumers goods, for example. Thus, for a 
commodity whose relative price has been increased as a result of 
a tax but which is a closer substitute for money than the untaxed 
commodities, the impact of additional government expenditure 
is to reduce its relative price. For a commodity which is a poor 
substitute for money and upon which an excise has been levied, 
additional government expenditure will increase further its rela- 
tive price. Decreases in expenditure will have reverse effects. 

If the increased government expenditure is for goods upon 
which excises are levied, the prices of tliese goods compared to 
the prices of other goods are further increased. When the in- 
creased government expenditure is for xmtaxed goods, the result 
is a fall in the relative prices of taxed goods. 

Additional money may also be spent by government to improve 
roads, waterways, power facilities, and the like. This improve- 
ment may reduce the costs of producing certain taxed goods, 
thereby reducing their prices relative to those whose costs are 
not influenced by the change in government expenditure. For 
example, improvements in highways may reduce consumers’ costs 
of goods which are transported over public roads, or constraction 
of hydroelectric plants may reduce costs of electricity and con- 
sequently the prices of goods in which electricity consumption is 
a cost. 

Government expenditure in subsidies conditional upon the pro- 
duction of certain goods which are also taxed is likely to coun- 
teract the impacts of the tax upon the prices of these goods. A 
state, for example, might tax potatoes and this tax might be 
shifted forward. At the same time, the Federal government 
might be paying farmers a subsidy on potatoes. The subsidy and 
the tax pull prices in opposite directions. Similarly, a tax upon 
coal may be shifted baclward to coal miners.^^ But a subsidy to 

^ Both in England and in the United States, the coal miner ha^ been a worker 
whose skill is specialized and who has clung tenaciously to the mining region in 
spite of changes in the attractiveness of other opportunities. Thus, shifting a tax 
on coal backward to tlae miners would be relatively easy, if it were not for miners’ 
unions. 
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mine operators paid on the basis of the number of miners em- 
plo} ed would tend to increase miners’ wages and counteract the 
tax. 


Illustrations from Various Forms of Taxation 

From our analysis of general principles of shifting and inci- 
dence of taxation we may conclude that the incidence of a tax 
depends both upon tire kind of tax and the position of the eco- 
nomic imit from which government collects this tax. The way 
in which a tax is shifted depends upon the way in which various 
opportunities ai-e changed as a result of the tax. 

For example, taxes related to the level of sales of a firm or re- 
source owner are likely to induce these sellers to alter their sales 
pattern. Such taxes az'e very likely to be shifted — to alter the 
price pattern. Taxes independent of the firm’s output may not 
be shifted, even in the long run, if they do not exceed “abnormal” 
profits. Other opportunities for investment may not be taxed, 
but they are still no more profitable than the taxed ones. In the 
short run, such taxes may not be shifted if they do not exceed the 
sum of “abnormal” profits and fixed costs. An opportunity to 
move the fixed investment does not exist (by definition) in the 
short run. 

Similarly, taxes collected from consumers and independent of 
the pattern of purchases — as the Federal personal income tax — 
are difficult to shift. They do not change the relative positions 
of various opportunities, aU being affected more or less m the 
same manner. 

These general principles can be applied to analysis of the in- 
cidence of various kinds of taxes, if we know the position of the 
units from which the government is collecting the tax money. 
In this section we shall apply our analysis to some of the major 
forms of taxation — excise taxes and import duties, general sales 
taxes, “use” taxes, personal income taxes, license fees, corporate 
income taxes, excess-profits taxes, undistributed-profits taxes, and 
payroll taxes. Aspects of these taxes other than their incidence 
will be discussed in subsequent chapters. 

Excise taxes and import duties. An excise is a tax upori a do- 
mestically produced good or service. It is usuaEy levied as a 
specified amount per unit of the commodity produced or sold — 
as so many cents per package of cigarettes, per gallon of gasoline, 
and so forth — or as a percentage of the selling price of &e com- 
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modity. The tax money is collected from a seller — the manufac- 
turer, wholesaler, or retailer. Most states and the Federal gov- 
ernment levy excises on a wide variety of products. 

A tax levied upon a single commodity or group of commodities 
narrows the gap between the sellers’ receipts and the expendi- 
tures related to the sale of the taxed commodity. It induces 
sellers to contract sales, selling the product at a higher price per 
unit. At least a part of the tax is shifted forward to buyers of 
the product. A part of the tax, however, may be shifted to the 
sellers of productive agents — if the supply schedules for produc- 
tive agents to the industry are less than perfectly elastic. Profits 
will be reduced. However, shifting of the tax will take place re- 
gardless of the level of profits made by the sellers. 

Import duties are taxes upon foreign-produced commodities. 
They are usually collected from importers. Like excises, at least 
a part of such duties will be shifted to buyers. If the importing 
country makes up a sufficient sector of the market for the im- 
ported good to be able to influence prices by the level of pur- 
chases of such goods within the cotmtry, a part of the tax may 
be shifted backward, falling in turn upon foreign producers and 
resource owners. 

General Sales Taxes. A general sales tax is an ad valorem 
(percentage of dollar selling-price) tax levied upon sales of a large 
collection of goods and services. Occasionafly such items as 
food, or services, or rents are excluded. In 1946, 32 states were 
employing some type of general sales taxation. The tax is usu- 
ally collected from those who sell to ultimate consumers — ^from 
retailers, for example. 

The incidence of such a tax depends largely upon its generality. 
If the tax were levied only within a single state, consumers would, 
wherever possible, substitute out-of-state purchases for purchases 
within the state. T hi s would be particularly important in the 
border regions where the costs of making such substitutions are 
likely to be small. If the costs of making purchases out of the 
state were zero, the tax could not be shifted to consumers. 

^For example, Iowa has a general sales tax, while the bordering states of 
Minnesota and Wisconsin do not. • Although Iowa also has a ^‘use*" tax, it is* not 
enforced against individual consumers who make purchases outside die state, 
except in the cases of out-of-state auto purchases and purchases from mail-order 
houses. Consequently, Iowa merchants selling near the lowa-Wisconsin or lowa- 
Minnesota border probably have some diJKcmty in shifting the general sales tax 
to consumers^ Part of the burden of the Iowa tax is undoubtedly borne by Iowa 
retailers in these border areas. 
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Either sellers in the state levying the tax would suffer reduced 
net receipts — some of them being forced out of business in the 
Ions run — or resource owners would find their returns reduced. 

A reduction in the returns received by resource owners could take 
place only if the owners had been selling at prices in excess of 
those at which they were willing to sell. 

If the costs of substituting purchases that are not taxed for 
taxed purchases are in excess of the amount of the tax — the situa- 
tion which usually exists — the tax will be shifted. It will be 
shifted only forward if the supply schedules for resources are per- 
fectly elastic. But it will be shifted both forward and backward 
if these supply schedules are less than perfectly elastic. Thus, a 
nation-wide general sales tax is likely to result in increased prices 
to consumers and reduced returns to some resource owners. 

"Use” taxes. In an effort to minimize opportunities for buy- 
ers to substitute out-of-state purchases for purchases which, in 
the absence of the tax, would have been made within a state 
where there is a general sales tax, “use” taxes have been invoked. 
These taxes are levied against aU commodities pmchased for use 
in the state, except that goods already subject to state sales taxes 
are usually exempt. Thus, if state A has a “use” tax while a , 
neighboring state does not, a buyer residing in state A and pur- 
chasing in another state an auto, a refrigerator, or any other com- 
modity subject to tax, must pay the tax if he uses the good in state 
A. The tax was made applicable to purchases from out-of-state 
mail-order houses by a Supreme Court decision in 1944. 

The incidence of such a tax is exactly the same as that of a 
generahzed sales tax where costs of substitution are in excess of 
the amorunt of the tax. The tax wiU be shifted backward if total 
expenditure upon the commodity (mcludmg the tax) is not in- 
creased. It will be shifted partially forward if total expenditure 
on the commodity (including the tax) is increased. 

Property tax^. Nearly all units of local government collect 
a property tax from owners. Real estate — land, buildings, and 
other improvements — constitutes the largest class of taxed prop- 
erty. Some other items of personal property, however, usually 
are subject to tax also. The tax is levied as a percentage of 
value — ^value being determined in accordance with specified 
rules by a tax assessor. 

In the short run, this tax is unlikely to be shifted. The prop- 
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erty akeady exists independently of the return to it. The short- 
run supply is not affected. Reducing the net return to property 
may, however, discourage maintenance of the property and also 
deter the building of new houses, office buildings, and the like. 
The long-run supply schedule will be reduced. At least part of 
the tax will be shifted forward — to renters and to buyers of goods 
and services where the use of rented property enters as a cost. 

Two of the elements giving land its productivity may be dis- 
tinguished: (1) its fertility, and (2) its geographic location. In 
so far as the maintenance of the fertility of agricultural land re- 
quires the continual replacement of capital, the effect of a land 
tax will be to discourage such reinvestment and to reduce the 
long-run supply of land. As in the case of other capital improve- 
ments on property, at least part of the tax will be shifted in the 
long run. 

In the case where the value of urban land is dependent on its 
location, the tax cannot affect supply. Consequently, it will not 
be shifted in either the long run or the short run. 

Tax capitalization. Imagine that a tax, at least a part of which 
cannot be shifted, is levied upon the income received from 
ownership of a certain asset. Since the size of the income stream 
going to the holder of this asset has been diminished, the amount 
which any buyer will be willing to pay for that asset will be re- 
duced. If the owner bought the asset the day before the tax was 
levied and did not anticipate the tax levy, he has suffered a sub- 
stantial capital loss. • 

Inversely, if a tax (all of which was not shifted) has been 
levied upon the income from a certain asset and is removed, the 
size of the income stream from that asset has been augmented. 
The relative price of that asset will be increased. 

For exaihple, if you have title to a salable annuity yielding 
$3,000 annually, and the rate of return on other investments of 
comparable risk is 3 per cent, the sale value of the annuity should 
be $100,000. Assume that a tax upon the income from your 
annuity reduces this income to $1,500 annually but does not re- 
duce the rate of return on other investments. The sale value of 
your annuity has been reduced to $50,000. 

This change in the price of the asset is calculated on the as- 
sumption that the gross yield from the annuity, the tax, and the 
rates of return on other comparable investments are all expected 
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to remain unchanged. If all these conditions are not fulfilled, 
the price of the asset will fall, but will not be halved. For ex- 
ample, if half the tax is shifted, the price will be reduced by $25,- 
000; if the tax is expected to last for only 10 years, the prices of 
the asset will be reduced by about 25 per cent; if rates of return 
in other lines are also reduced, the price of the asset will fall by 
less than $50,000. 

The change in the price of assets which results from changes 
in taxes is known as tax capitalization}'^ 

Tax capitalization is particularly important in coimection with 
property taxes. Through forcing down the capitalized value of 
land or otlier property at the time the tax is levied, subsequent 
buyers of the property will not bear the burden of the tax because 
they will be able to discoimt it in determining the price which 
they will pay for the property. The existence of property taxes 
on land in the United States for a relatively long period of time 
means that these taxes have already been “capitalized” and exist- 
ing land owners have not been burdened except to the extent 
that tax rates have risen since they acquired their land. Addi- 
tional land taxes — ^higher tax rates or rises in the ratio of assessed 
valuation to true valuation, for example — ^would result in further 
reductions in land values, unless there are other cotmteracting 
changes. 

Of greater importance are the problems posed in connection 
with increases m property values which would result from dis- 
carding or reducing, property taxes. A high capital-gains tax 
on land transfers might be desirable in order to capture such 
wmdfalls as would arise in changing from property taxation to 
personal income taxation. 

Similarly, if a corporation tax were levied after the corporation 
was estabhshed, the capitalized value of the corporation would be 
forced down, since corporate income would be taxed at a higher 
effective rate than -income from other soiurces. However, the 

J 

A general formula for determining the present value of an asset is as follows: 

P = y? - r. I v^-r, . , ... I Vn-T„ _ I V,-T, 

(1 -t- n) ^ (H- r,p ^ (1 + r,p ^ (1 + r«)” i-i (1 -h n)* 

Where P is the present value, Vi is the amount of income expected from the 
asset during the year z, Tt is the expected amount of the tax which cannot be 
shifted, r* is the expected rate of return on other investments during the year z, 
and n is the number of years relevant to the decision. 
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existence of corporate income taxes (providing that there are no 
expected changes in tax rates) will have little effect upon the 
capitalized value of new corporations. The tax will be taken into 
.consideration in decisions about alternative investment oppor- 
tunities. In the event that effective corporation income tax rates 
are reduced, the capitalized value of existing corporate equities 
is likely to increase. Consequently, it is desirable to consider 
provisions for capital gains taxes at the time that reductions in 
corporate income taxation are contemplated. 

Personal income taxes. A personal income tax is a tax collected 
from an income receiver and based on the size of his income. 
Only money income is usually taxed, and occasionally certain 
kinds of money income — pensions, for example — are exempted 
from income taxation. The personal income tax is the most im- 
portant single tax in the Federal tax structure. 

It is conunonly asserted that a general tax on personal money- 
incomes cannot be shifted as long as it does not discriminate be- 
tween different sources of income. This conclusion is based on 
the assmnption that neither relative supplies of goods and serv- 
ices nor demands for goods and services are altered as a result 
of the tax. Unless the demand for a good or service has been in- 
creased, resource users will not pay higher prices for the quanti- 
ties of resources they have been using. The resources have no 
greater productivity than before the tax. 

An income tax may, however, shift the supply schedules of 
some resources. Marginal money incomes of those being taxed 
are reduced. The alternative of more leisure and less work may 
become relatively more attractive to workers or to enterpreneius. 
In order to secure the same amount of labor, a higher wage may 
have to be offered. Wartime experience with income taxation in 
the United States indicates that income receivers are becoming 
increasingly conscious of comparisons of income after rather than 
before taxes. Increased taxes may be used by labor tmions as 
a basis for demands for increased wages. It is conceivable that 
the long-nm iesult will be a shifting of some of the tax burden 
from the worker to the consumers of products in which his labor 
is used. 

Some changes in the relative price pattern may occur as a re- 
sult of changes on the demand side. If total money expenditures 
for goods and services remain unchanged, then decreases in ex- 
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penditure by those being taxed must be ofiFset by increases in ex- 
penditure by other economic rmits — ^perhaps by those to whom 
the tax money has been transferred. It is unlikely that the new 
expenditure pattern will be exactly the same as the old, since the 
preferences of those receiving additional income probably will 
not be the same as the preferences of those paying the taxes. 
Consequently, some prices will be higher than before the tax 
while others will be lower. If total money expenditure falls, it is 
unlikely that all prices will be reduced by the same proportion. 
Prices of goods and services which are the poorest substitutes for 
money are likely to fall most. Also certain institutional factors 
make some prices relatively inflexible in the downward direction 
— for example, labor unions tend to resist wage cuts, and there are 
administered prices for the products of some corporations. 

Among those taxes whose incidence may be predicted with a 
relatively high degree of accuracy, the personal income tax stands 
high. Two important factors which make it diflScult to shift this 
tax are: (1) The general character of the tax and the relatively 
rmiform treatment accorded income from various sources for tax 
piurposes. Tax-free fields are few, and the treatment accorded to 
the bulk of income payments — ^wages, salaries, rents, interest, 
and dividends — is uniform. (2) The independence of the in- 
come tax and production costs minimizes change in relative 
supplies. 

Corporation income taxes. The corporation income tax is a 
levy against the net incomes of corporations. The Federal gov- 
• emment and many states employ this form (Jf taxation. 

The incidence of this tax is somewhat difficult to determine. 
Since the tax is upon the total of a firm’s profits, it need not be 
related directly to output. Consequently, a short-run reduction 
in output, like that induced by an excise tax, appears unlikely. 
Of course, some firms may not have been trying to maximize 
profits, having been satisfied with some minimum rate of return. 
If the corporate income tax reduced profi^ts below this minimum, 
the tax might be considered as a cost. The price of the product 
might be increased, and a reduction in output, even in the short 
’ run, might be expected. 

The tax, it is true, discriminates between corporate and non- 
corporate income, taxing only the former. It might be expected 
that a lower percentage of business would be conducted rmder 



SHIFTING AND INCIDENCE OF TAXATION 237 


the corporate form. Actually, the advantages of the corporation 
— ^principally in raising capital and in the range of powers which 
it can exercise — have been sufiScient to offset the tax disadvan- 
tage. This has been particularly true for corporations of suf- 
ficient size to make the problem of raising capital an important 
one, or for businesses desiring the wide range of powers typically 
available under the corporate charter.^^ It is possible that a 
heavy corporate-income tax hinders the entry of new firms into 
a given field of production. Hence, the tax may fail to exercise 
a potential check on high prices through limitation of added com- 
petition. 

If the corporate form of doing business has advantages which 
can be translated into lower costs, taxing the net income of corpo- 
rations would mean lower returns to the management, the stock- 
holders, or the owners of other resources employed by the corpo- 
ration. It could also mean higher prices to the buyers of products 
sold by corporations. 

In the short run, a reduction in returns to stockholders or to 
management is to be expected. In the long run, decisions about 
methods of doing business are of some relevance, and both back- 
ward and forward shifting of the tax appears likely. The bulk 
of business in the United States is conducted by corporations. 
Consequently, neither the supplies of productive agents nor the 
demands for products are perfectly elastic for the aggregate of 
corporations. An increase in costs of doing business in the corpo- 
rate form, and the consequent shift in the demand for productive 
agents and in the supply of products will thus affect both sets of 
prices. 

License taxes. Many businesses — manufacturers, wholesalers, 
retailers, and some professional workers — ^pay fees for the privi- 
lege of doing business in a particular state or city. The busi- 
nesses are licensed, and the fees paid in obtaining the licenses are 
license taxes. 

These fees are usually not related to the volume of output, al- 
though occasionally fees are graduated according to the size of 
the business or the number of outlets. Consequently, it is usually 
not in the interest of the business to alter its output as a result of 
the tax. 

In cases where tjie hcense is graduated according to the size 

“ Refer to Chapter XV^ 
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of tlie business or the number of outlets, the effect may be to drive 
some firms partly out of business — to reduce their sizes or num- 
bers of sales outlets. This, in turn, may make it easier for remain- 
ing outlets to raise prices. An example of the way in which a 
heavy license fee per sales outlet may affect prices is found in 
Iowa' where the Hcense to sell cigarettes is relatively high. Sales 
outlets are relatively fewer and cigarette prices exceed those in 
adjoining states where excises are as heavy but where licenses 
are not so high. 

If the tax is less than the amount of abnormal profits — profits 
in excess of those necessary to induce the firm to remain in 
business — it will not be shifted, even in the long run. It will 
reduce profits but will not increase product prices or reduce 
resource prices. The firm cannot increase profits by altering its 
input or output position. If only normal profits — those profits 
just necessary to keep the firm operating in the long run — ^were 
being made before the tax was imposed, short-run prices will not 
be affected. Shifting of the tax will take place in the long run, 
however. 

Where the tax is levied against professional workers — such as 
lawyers, doctors, and dentists — short-run prices will not be af- 
fected. Long-run prices wiU be unchanged as long as the tax 
does not exceed rents — the difference between the return re- 
ceived and the return at which the professional worker would be 
williog to engage in that profession. 

Payroll taxes. To secure funds for financing certain social 
security programs — old-age retirement, for -example — “contribu- 
tions” are made by both employers and employees. These “con- 
tributions” are collected from the employers, the employee’s por- 
tion being deducted from his wage. The size of the tax is 
proportional to the size of tlie wage. 

Another major social security program, imemployment insur- 
ance, is financed entirely by a payroll levy on employers. It 
falls on employers who hire eight or more people, and whose 
employees are '“covered” by the provisions of the law. Thus, a 
manufacturer will probably have to meet the payroll tax, but an 
employer of agricultural workers wiU not. 

There is little question but that the employee’s portion of the 
tax is not shifted. His productivity is unchanged. He cannot 
charge his employer more for the same amount of labor. His 
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“contribution” is essentially a form of compulsory saving. It is 
very likely that the portion of the tax paid by employers is at 
least partially shifted. The tax is proportional to the employer’s 
Avage payments. It will induce him to substitute other produc- 
tive agents for labor wherever feasible. A contraction in his de- 
mand for labor (with accompanying decreases in employment 
and/or wages) and a reduction in the supply of his product 
probably will be the result, although the tax may also reduce his 
profits. 

Excess-profits taxation. A tax upon business profits in excess of 
a legally defined “normal” has been collected from businesses in 
the United States, Great Britain, Canada, and some other coun- 
tries. The tax was extensively employed during the war. In 
the United States it appHed only to the “excess” profits of corpo- 
rations. “Normal” profits usually have been defined as the aver- 
age rate received during some past time-period. The wartime 
law in the United States defined “normal” for any business as 
95 per cent of the average rate of profit received by that business 
in the period 1936-1939, or 8 per cent on a legally defined capital- 
ization during this period. 

The incidence of excess-profits taxes depends partially on the 
definition of normal profits. If the normal is established below 
the average or the modal level of expected profits necessary to 
induce a firm to maintain its investment, and the tax is expected 
to be permanent, a part of the tax may be shifted in the long nm. 
If the normal is defined above the modal level, the tax has many 
of the characteristics of a tax on economic rent and is difficult to 
shift. 

It is necessary to point out, however, that even though normal 
is defined above the modal level, a part of the tax may also be 
shifted in the long rim. The tax has the effect of chopping off the 
possibility of large gains, but at the same time it does not reduce 
the probability of losses. Consequently, a higher most-probable 
profit may be necessary to induce the firm to remain in business 
in the long run.^® In order to achieve this higher most-probable 
profit, some shifting of the tax would have to occur, 

“Offsetting this possibility is the fact that, when applied, exoess-profi,ts taxes 
have been used as wartime, emergency levies. Thus, our wartime levy for 
World War II became effective on 1942 corporate income, but was repealed in 
November, 1945, almost immediately after the war, to be effective January 1, 1946. 
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Taxation of undistributed profits. In 1936, the Federal govern- 
ment levied a tax upon the undistributed profits of corporations. 
This tax was graduated according to the relative size of imdis- 
tributed profits and was designed to induce corporate manage- 
ment to distribute these undistributed profits to stockholders.^^ 

Such a tax has no immediate impact upon the profit position 
of the firm and from this point of view is non-shiftable. But it 
does reduce the firm’s liquidity position. To guard against the 
consequences of an unfavorable (but possible) credit market or 
to reduce costs of physical expansion, corporate management may 
at some times wish to maintain a relatively high Hquidity position. 
Taxation of undistributed profits increases the costs of achieving 
such a position. Higher expected long-run net returns may be 
necessary to compensate for such taxation. If liquidity consider- 
ations are of any importance to the firm, the tax probably will be 
at least partially shifted. 


Summary 

In this analysis we have tried to show how taxation may affect 
relative prices. The impact of a tax upon the price pattern de- 
pend primarily on the way in which the tax shifts the supplies and 
demands for various goods and services. This, in turn, depends 
upon the manner m which various opportunities have been 
affected by the tax. 

For example, ff a single industry is toed, resources may be 
expected to move into other industries altering the price pattern 
by raising prices in the toed iudustry and perhaps reducing them 
in other industries. When all industries are taxed in the same 
manner, relative opportunities may be changed very little. 

If consumers must pay a. to on one commodity, they will try 
to allocate their incomes in another way. If all commodities are 
toed in the same manner, the price pattern is likely to be rela- 
tively -unchanged. 

Thus, the more general the to — ^the more it affects every op- 
portunity in the same way — ^the less likely it is that the to will be 
shifted. The personal income tax, of all the various toes which 
the Federal government uses, most approximates this requirement 

” This tax aroused so much oppositioa in tihe Uiiited States that it -was repealed 
effective in 1940, 
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for non-shiftability. It is virtually impossible to devise a tax 
which will not aflEect relative prices in some way. 
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CHAPTER XIII 


THE PERSONAL INCOME TAX 


T axes on the personal net incomes of individuals (and of 
fiduciaries) have grown, in about 30 years, from relative 
insignificance to the most important single source of tax revenue 
in our tax system. In 1946, these taxes provided 19.1 billion 
dollars out of 51.7 billion, or about 37 per cent^ of our total tax 
revenues. 


Introduction 

Personal income taxes have been called “the outstanding con- 
tribution of popular government and liberal political philosophy 
to modem fiscal practice.” ® The personal income tax deserves 
its relatively high rating as a tax primarily because it lends itself 
to the achievement of Ae major objectives of fiscal policy better 
than do most other taxes. (1) A general personal income tax 
has fewer unfavorable impacts upon resource allocation than do 
most of the other taxes in our tax system. (2) It is relatively 
easy to determine the incidence of a general personal income tax 
and consequently to forecast how this tax will affect the income 

^ Tliis is the first of two chapters on the personal income tax, which will attempt 
to outline the characteristics of onr present income-tax system, especially at the 
Federal level. Chapter XIV will examine critically some of the problems of our 
income-tax system. The writers have received substantial assistance from the 
recent book of Professor Harold M. Groves, Postwar Taxation and Economic 
Progress^ a research study for the Committee on Economic Development, New 
York: McGraw-Hill Book Co., Inc., 1946. See especially Chapters VII and VIII 
in his book. 

° These tax data are for all units of government Sources: For Federal taxes, 
Treasury Bulletin, August, 1946; for state taxes, State Tax Collections in 1946, 
Bureau of the Census, August, 1946; for local taxes. Government Finances in the 
United States, 1942, Bureau of the Census, 1946, with estimates for increase in 
property taxes and for scattered local income taxes. For the Federal total of 
40.3 billion dollars in tax revenue, personal income taxes were 46.4 per cent of 
total coIlectioDS. 

® Henry C. Simons, Personal Income Taxation, page 41, Chicago: University of 
Chicago Press, 1938, reprinted by permission of the publisher. 
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distribution. (3) The personal income tax can be made a rela- 
tively flexible tax, thus permitting flexibility in the fiscal system to 
be gained through taxation. 

Although it may influence “incentives” adversely and hence 
reduce supplies of some resources, personal income taxation can 
be formulated so that it affects all income opportunities in about 
the same fashion. If incomes from all sources are taxed at the 
same rates, the tax tends to have relatively little influence upon 
the price pattern and upon resource allocation. 

The importance of the progressive income tax as an instrument 
for attacking income inequality has already been discussed in 
Chapter X. Once the kind of income distribution which is most 
desirable for a given time has been determined, income-tax rates 
can be established to help achieve this distribution. 

Changes in commodity-tax levies probably could bring about 
more immediate impacts in the level of expenditure for goods 
and services than could changes in personal income-tax rates. 
However, recent changes in the personal income tax have reduced 
the lag between changes in individuals’ incomes and changes in 
their income-tax payments. The personal income tax could be 
made to synchronize income-tax payments with income even more 
than these recent changes have made possible. As we shall point 
out in Chapter XVI, income taxation is superior to commodity 
taxation in its effect upon consumer welfare and resource alloca- 
tion. 

There are, however, certain practical problems — ^problems of 
administration, in particular — which must be faced in making the 
personal income tax in practice the kind of tax which we have 
indicated it might be in theory. These problems arise in (1) 
defining income for tax purposes, (2) minimizing evasion and 
avoidance of taxation, (3) determming the proper rate structure, 
and (4) coordinating personal income taxes with other taxes in 
the tax system. These problems and the practices which have 
been utilized to solve tirem will be discussed in this and the 
following chapter.^ 

‘Problems which involve quesbons of tax policy are principally problems of 
tax avoidance. Many also involve considerations of tax equity. They include 
treatment of capital gains and losses, tax-exempt securities, the reduction in exist- 
ing tax discrimination against fluctuating incomes, the taxation of nonmoney (im- 
puted) realized income, personal exemptions and deductionsj. and certain other 
problems of tax policy. 
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Historical Development^ 

After brief experiments with income taxation dm-ing the period 
1861-1872 and in the 1890’s, the Federal government did not 
settle down to the taxation of personal net income until 1913.® 
In 1915, soon after the Federal tax was established, it provided 
but 6.5 per cent of Federal tax revenues, drawn from about 337,- 
000 retums.’^ A personal exemption of $4,000 for married couples 
was granted. The “normal” tax was 1 per cent on all taxable net 
income,® and no surtaxes applied until taxable income exceeded 
$20,000. Surtax rates ranged from 1 to 6 per cent on taxable net 
income in excess of $20,000. 

After a period of extension and refinement, the Federal income 
tax raised nearly 20 billion dollars in (calendar) 1945, reaching 
about 42.5 million taxpayers, and providing the Federal govern- 
ment witli about 45.5 per cent of its total tax revenue (see Table 
15). Meanwhile personal exemptions had been reduced to 
$1,000 (for a married couple), national income had grown 
tremendously, and tax rates began at 23 per cent on the first dollar 
of taxable income (including both normal and surtax), increasing 
to 94 per cent on taxable net income m excess of $200,000.® The 
most impressive changes in the Federal income tax, as was 
pointed out in Chapter II, came during the years 1939-1945. 
During these years the levy was converted from a “class” tax 


^The remarks which follow are only a sketch of developments of income taxa- 
tion in the United States. For fuller treatments of this subject, see Sidney Ratner, 
American Taxation, New York: W. W. Norton & Co., Inc., 1942; Roy G. and 
Gladys C. Blakey, The Federal Income Tax, New York: Longmans, Green & Co., 
1940; and Roy G. Blakey and Violet Johnson, State Income Taxes, Chicago: 
Commerce Clearing House, Inc., 1942. 

^ Under power granted by the 16th Amendment to the Constitution, 

’ Not classified as to taxability by the Bureau of Internal Revenue. 

®The early personal income taxes were linked with the 1 per cent corporation 
net income tax passed in 1909. This was done by making dividends received 
exempt from the tax base of tire ^‘normal^’ tax. Thus, in the early years of the 
present Federal income tax, the corporation tax wsls used as a partial means of 
collection at source. This linkage, which did not apply to surtax, is responsible 
for the original division of Federal income tax liabmty into "'normal” tax and 
“surtax,” a division which has continued to the present. Linkage with tlie cor- 
poration tax was gradually weakened, however, by the growib of a separate 
corporate-tax structure, and was finally eliminated in 1936, when dividends re- 
ceived (except most stock dividends) became part of the personal tax base for 
Federal income tax. 

®An over-all ceiling of 90 per cent of net income subject to taxation was also 
in effect. The Revenue Act of 1945, effective in 1946, reduced rates to a range 
of 19 to 86,5 per cent, and lowered the over-all ceiling to 85.5 per cent. 
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Table 15“ 

Federal Tax Collections (Calendar) 1945 
(in millions of dollars) 


Type of Tax 

i 

Amount 

Collected 

Percentage of 
Collections 

1. Taxes on individual net incomes 

$19,885 

14,472 

6,582 

1,751 

663 

388 

45.5% 

33.1 

15.0 

4.0 

1.5 

0.9 

2. Taxes on corporation profits 

3. Taxes on goods and services'* 

4. Employment taxes 

5. Estate and gift taxes 

6. Taxes on imports 

7. Total tax collections 

$43,741 

100.0 



“ Includes capital stock on corporations amounting to 352 million dollars. 


reaching only about 4 million taxpayers on 1939 incomes to a 
“mass” tax reaching more than 42 million taxpayers in 1945, and 
from a tax which could be paid (in part) imtil nearly a year after 
the year in which income was earned to a tax which was collected 
much sooner after the income was received. Both of these de- 
velopments were important for the efEective use of personal in- 
come taxation as an instrument of fiscal policy. 

Even the expansion of recent years, however, left American 
income tax rates far below those imposed in the United Kingdom 
on incomes of comparable amounts during the years of World 
War II. This is indicated in Table 16. 

State income taxes have been collected for a long period of 
time, but have not been very important in state tax 'revenues. 
Relatively unsuccessful experiments with income taxation were 
made by the states before 1911. However, the foundation for 
present state income-tax systems was firmly laid by Wisconsin in 
1911. In 1913, five states employed the income tax. A total of 
only about $314,000 was raised by four of these states.^^ 

By 1946, 33 states employed personal income taxation, collect- 
ing about 395 million dollars or about 6.6 per cent of state tax 
revenues. Using relatively low personal exemptions and much 

Sources: Statement of Internal Revenue Collections During the Calendar Year 
1945, Bureau o£ Internal Revenue, Wasliington, D. C., February 18, 1946; 
Treasury Bulletins, February, 1946; August, 1&5; and February, 1945. 

^ Separate data were not given for North Carolina by the Bureau of the Census 
in its decenpial Wealth, Debt and Taxation, 191S, VoL 2, pages 12, 24. The 
other four were Wisconsin, Virginia, South Carolina, and Oklahoma. 
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Table 16^^ 


“EtTective” Income-Tax Rates on 1942 Incomes in the United States 
and the United Kingdom^ 


Net Income of a married couple 
without dependents 

Net Tax Rate 

United States 

United Kingdom 

$1,000 

2% 

5% 

2,500 

13 

23 

5,000 

20 

33 

10,000 

28 

42 

50,000 

57 

72 

l 


° “Elective” tax rates mean total income tax as a percentage of net income. 
The rate structure employed in computing the tax rate's was approximately the 
peak of wartime tax rates, although nominal increases were made in the United 
States by the Revenue Act of 1943. 

^ Net tax includes all provisions for postwar refunds of part of the tax. British 
estimates assume the exchange ratio between British and American currency 
to be £1 == $4.00. 

the same definition of income for taxation as the Federal govern- 
ment’s, the states have nevertheless found that the Federal gov- 
ernment has largely preempted the income tax field, and rely for, 
the bulk of their tax revenues on a variety of commodity, gross 
receipts, and business taxes.^® ' 

Defining Income for Tax Purposes 

One of the most important problems in personal income taxa- 
tion is that of defining income for tax purposes. Several con- 
cepts of income have been suggested. As we shall see, our legal 
identification of taxable income has some similarities to two of 
these income concepts. Discussion of these acadeiiiic concepts 
should not be interpreted as suggesting that practical, definitions 
of taxable income rest on any well-defined, academic base. The 
practical definition of income is largely one of enumeration in 
which these academic concepts have had some influence, but in 
which it has been taken for granted that what was or was not 
income was self-evident. Among the concepts of taxable income 

“ Estimates for tie United Kingdom are from data published in the Treasury 
Bulletin, December, 1942, page 74. Data for the United States are from the 
same source. In addition, state income taxes are included in United States figures, 
at the rates levied in Iowa on 1942 incomes, 1 to 5 per cent. 

“The city of Philadelphia uses a li per cent tax on income earned in Phila- 
delphia, whether by residents or nonresidents. Dividends and interest received 
are exempt |rom tax, but there is no personal exemption. 
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which will be considered are: (1) income as a “service-flow” in 
consumption, (2) income as “recurrent” receipts, and (3) income 
as the net addition to an individual’s economic power within a 
specified period of timed* 

Under the “service-flow” concept, income is thought of as the 
value of goods and services consumed by an individual in a given 
time period. An individual’s income is thus defined as his con- 
sumption. The monetary equivalent would be money expendi- 
tures for personal and family consumption (of non-durable goods 
and services ) plus the estimated money value of services received 
from durable consumers’ goods and from the unpaid labor of 
individual and family members for their own comfort and wel- 
fare. Under this definition of income, expenditures on durable 
goods, whether capital or consumer goods, would constitute 
savings and would not be subject to taxation. The value of the 
service yielded by such holdings of consumer goods would be 
taxed in the period in which the services were enjoyed.*® 

The “service-flow” concept of income is a logical and consistent 
definition of consumption, but does not lend itself very well to a 
definition of taxable income. If it were applied, a large portion 
of the current money incomes of upper income groups would 
escape personal income taxation, since personal savings are con- 
centrated in these groups. Such savings are generally conceded 
to represent increases in power and elements of ability to pay 
and should be taxed. Adoption of the service-flow concept for 
income taxation would, in large part, convert the income tax into a 
spendings, or consumption, tax. Such a tax may, in fact, be useful 
to curb consumption — an objective which we try to achieve in 
wartime. But it would not accomplish the objective of taxing 
according to abihty to pay. 

Further, it would be almost impossible to detefmine a monetar) 
equivalent to many of the items included in this concept. It 
would be desirable — and probably feasible — to include the money 

Reference to the idea of income as national income or product was made 
earlier in this book in Chapter I, Table 1, and in Appendix A. The concepts and 
values of gross national product, net national income, and income payments to 
individuals were defined and distinguished. While tlie concept of nationar in- 
come or product is useful for other purposes, it has only limited uses for dis- 
cussion of taxable income. 

^Irving Fisher was a persistent advocate of this concept of taxable income. 
See, for example, his “Income in Theory and Income Taxation in Practice,” 
Econometricay January, 1937. 
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These inherent weaknesses in his concept of income show up 
when we examine some of the economic transactions with which 
he was concerned. Thus, it is clearly incorrect to call interest 
and dividends a recurrent item of income for an individual, when 
in fact he may enjoy such a receipt only occasionally or perhaps 
only once. It is questionable to exclude capital gains and losses 
from income on the grounds of nonrecurrence when, for some 
individuals, such gains or losses may show up nearly every year 
as a result of trading in capital assets. As we shall see in Chapter 
XIV, capital gains ( or losses ) may be important elements in the 
disposable income which a particular individual may (or may 
not) enjoy and such gains (or losses) are properly included in 
determining his taxable capacity. Again, the windfall receipt of 
an inheritance by some individual is just as much income to him 
as if money assets had been received in one of the ways which 
Plehn labeled "income,” because of “recurrence.” Further, such 
receipt may well increase his economic power. 

This brings us to the “net accretion” concept of income, which 
is also partially embodied in our laws specifying the nature of 
taxable income. From many points of view, the net accretion 
view of income would be the most satisfactory basis for a defini- 
tion of taxable income. 

Under tire “net-accretion” concepF® all types of receipt or 
accrual in pm'chasing power to the individual between two 
points of time would be included in income — less expenditures 
necessary to obtain this income. Completely applied, net accre- 
tion in income would include not only what has been called 
“recurrent, consumable receipts,” but also receipts from inherit- 
ances and gifts, appreciation or depreciation in capital assets 
(whether reahzed or not), and the money value of the various 
types of real income also included under the “service-flow in- 
come concept discussed above. Attention would be focused on 
net accretion in income or economic power, and not on the dis- 
position of this income, whether for consumption, savings, or 
gifts. 

This way of looking at income has real advantages where the 
pmrpose is to apply a tax based on relative personal ability to pay. 

^The most frequently cited American proponent of this income concept is 
Robert Murray Haig. See his The Federal Income Tax, New York: Columbia 
University Press, 1921. 
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Firstly, it is an inclusive concept which would make it unneces- 
sary to set up separate schedules for the treatment of capital gains 
(or losses) or for the treatment of receipts from inheritances or 
gifts. It would, in other words, provide the basis for most in- 
clusive definition of the tax base for purposes of personal income 
taxation which would be possible. Secondly, it recognizes that 
where personal income taxation is involved, the question whether 
capital gains should or should not be taxed is largely irrelevant, 
since the receipt of a capital gain is definitely an addition to the 
economic power of an individual. While it is true that other 
individuals may simultaneously sufEer capital losses (which re- 
duce their economic power), and that such gains and losses may 
(at least over time) tend to cancel out for society as a whole, this 
ignores the fact that, for particular individuals, capital gains may 
never be offset by compensating losses (or vice versa). If what 
we want to do is to tax personal net incomes, then we should not 
try to combine some kind of an additive process for society with 
recognition of the varying economic status of different persons. 
Losses, of course, should be fully recognized as deductions from 
income.^® 

On the other hand, it is impossible to apply this concept of in- 
come entirely to determination of taxable income. Part of this 
follows from the administrative difficulties of measuring the value 
of “income in kind.” This type of income receives little recogni- 
tion for Federal income taxation in this coxmtry, and for most 
state income taxation.®® Ftuther, it is generally agreed that the 
taxation of mireaHzed capital gains (or deduction for unreahzed 
losses) would be administratively impracticable, so that a realiza- 
tion test for income is more practicable. This has been recog- 
nized both in our tax laws and in various expedients which have 
been applied to give more favorable treatment when capital gains 
(or losses) have accrued over a period of years as opposed to the 

“The British have largely ignored capital gains and losses in their taxation of 
personal income, although not entirely, as Robert Murray Haig pointed out in a 
series of articles, “Taxation of Capital Gains,” The Wall Street Journal, 1937. 
Mention of the treatment of capital gains and losses is given later in this chapter 
and the problems of including such gains (or deducting such losses) in the tax 
base receive critical analysis in Chapter XIV. 

“The difficulties are not dissimilar to those discussed in connection with the 
service-flow concept- of income earlier in the chapter. On the other hand, a case 
can be made — ^both in precedent (largely British) and in feasibility — ^for taxing 
certain types of income in kind. This problem will receive more detailed con- 
sideration in Chapter XIV. 
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acquisition or disposition of capital assets which occur within 
some taxable period. 

Finally — although this is not a disadvantage of the net-accre- 
tion concept as such — it must be recognized that the taxation of 
bequests and gifts has long taken place in this country under laws 
and rate schedules which have set these particular components 
of income apart from the receipt of income from other sources. 
The practical difficulties of reversing our practices and integrat- 
ing the disposition (or receipt) of these types of assets with ofher 
assets included in the income tax base cannot be ignored. Never- 
theless, in the writers’ opinion, the net accretion concept offers 
the best available basis (with necessary modifications) for defini- 
tion of the personal income-tax base, considering administrative 
practicability and accepted social pattems.^^ 

This brief survey of alternative income concepts has led to the 
place where there is merit in comparing our legal (Federal) de- 
scription of income®^ with the net-accretion and current-receipts 
concepts. This type of comparison is made briefly in Table 17, 
together with a brief explanation of the main items compared. 

Large Amounts of Personal Income Escape Taxation 

We have pointed to the need for subjecting a large percentage 
of income to potential taxation,^ if the personal income tax is to 
be most effective in combating inflation or deflation. With a 
primary interest in the volume of tax revenue. Professor Groves 
has recently emphasized the continuing necessity of a broad base 
for the personal income tax in the postwar period, if it is to remain 
the principal source of Federal tax revenue.^® He cites estimates 
to show that, even with a net national income of 140 bilhon dol- 
lars only about 41.2 per cent (57.6 billion) would be taxable if 
1944 (surtax) exemptions were maintained. Assuming approxi- 
mate accuracy of his estimates, for a national income of 140 bil- 
lion dollars, his conclusions are that (1) even a tax with as low 
personal exemption as the 1944 income tax would eliminate from 

^ The net-accretion concept of income is not concerned with such personal 
exemptions for taxation as might be used if tax laws were based on this concept. 
This does not preclude the use of a personal exemption system if this income con- 
cept were made the basis of tax law, however. 

^It is generally recognized that no definition of income exists in present in- 
come tax laws, but simply an enumeration of taxable and nontaxable receipts. 

“See Harold M. Groves, Postwar Taxation and Economic Progress, Chapter 
VII, New York: McGraw-Hill Book Co., Inc., 1946. 
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Table 17 


Comparison of the Legal, Net-Accretion and Recurrent-Receipts Concepts 
of Income, Applied to Federal Taxation 




Treatment Under 

Item Compared 

Federal 

Law 

Net- Accretion 
Concept 

Recurrent- 
Receipts Concept 

1. Receipts or accruals from all 
sources included in gross tax 
base 

No<^ 

Yes 

No& 

2. Gross tax base includes realized 
income onlv 

Yes'" 

No 

Yes 

3. Gross tax base includes only 
money income 

Yes-^ 

No 

No 

4. Only net income is taxed 

Yes^ 

Yes^' 

Yes-^ 

5. Savings are included as a por- 
tion of income 

Yes 

Yes 

Yes 

6. Capital gains are taxed; capi- 
tal losses are treated as deduc- 
tions from other income 

Yes<? 

Yes 

No 


Certain types of receipts or accruals are excluded from the gross lax base, 
for a variety of reasons. These will be examined subsequently. 

^ Among other things, the income must be realized money income and capital 
gains and losses are excluded. 

Or when persons are compensated in goods and seivdces for personal services 
rendered or goods exchanged, as when a farmer exchanges eggs for groceries. 

^ With a few exceptions. See footnote^". 

^ Both business expenses and specified personal expenses may be deducted. 
This excludes expenses for personi consumption, except in a few ca^es of which 
the opportumty to make a deduction for extraordinary medical oxponscs is the 
most important. 

^ Assumes deduction for expenses incurred in obtaining the income, but has 
nothing to say about exemptions to be allowed in disposal of the income. 

Especially favorable treatment is provided for capital gains. TieaLmenL 
accorded to losses is much less favorable. 

any (income) taxes over one-third of American income recipients 
and would not tax between one-half and two-thirds of the income 
of all recipients, and (2) such taxation “cannot be said to err on 
the side of harshness or to sap unduly the purchasing power of 
the low-income groups.”^'* 

Groves concludes that much of our national income is not in- 

“By peraiission from Harold M. Groves, Postwar Taxation and Economic 
Progress, pages 168-169. Copyri^ted, 1946, by McGraw-Hill Book Co., Inc. 



253 


THE PERSOxNAL INCOME TAX 

eluded in the tax base upon which the income-tax structure is 
ultimately built. He indicates that much of the income not sub- 
ject to taxation may be accounted for by a combination of miscel- 
laneous nonreported income, permitted tax deductions, and per- 
sonal exemptions. An estimate of the proportion of income 
payments included in the tax base for a situation in which income 
payments total 166 billion dollars is presented in Table 18. 


Table 18^5 

Estimated 1947 Personal Income Tax Base 
(1945 surtax exemptions) 


Use of Income 

Estimates Amount 
(in billions of dollars) 

Estimates Per Cent 
of Total 

1. Total income payments 

$166.0 

100.0 

2. Deductions from reported income 

17.0 

10.2 

3. Personal exemptions from re- 



ported income 

58.0 

34.9 

4. Income not reported 

22.0 

13.3 

5. Net taxable income 

69.0 

41.6 


'Income not reported” is made up of income which avoids the 
tax base "because it is below the personal exemption level, be- 
cause it is privileged (as in the case of tax-exempt interest), be- 
cause there is administrative leakage, because it is reinvested by 
corporations (corporate savings), and because difFerences appear 
in calculating national income and in measuring income for tax 
purposes.” "Personal deductions from reported gross income” 
(after allowing for business and professional expenses) are per- 
mitted by income-tax laws, and include other taxes paid (prin- 
cipally state and local taxes in the case of Federal income tax), 
interest on debts, extraordinary medical expenses (with a spec- 
ified maximum deduction), and contributions (also wiii a 
limited maximum), as their main components.^'^ 

^ These data were derived from a Treasury release, March 13, 1947. 

Groves, Postwar Taxation and Economic Progress, page 168. Copyrighted, 
1946, by McGraw-Hill Book Co., Inc. The substantial size of nonreported income 
was indicated by die study of Consumer Incomes in the United States, 19SS-^6, 
National Resources Planning Board, Washington, D. C., 1938. 

Deductions are listed in more detail later in this chapter and are examined 
critically in the following chapter. A brief study of Statistics of Income for 1942, 
Part I, bears out the main conclusions of Professor Groves on the "disappearance” 
of a large portion of national income from the tax base. In 1942, net national 




254 PUBLIC REVENUES AND PUBLIC BORROWING 

Personal exemptions, reduced from $2,500 for a married couple 
with no children in 1939 to $1,000 in 1944 ( from $3,300 to $2,000 
for a family of fom:, all eligible for exemption, and from $1,000 to 
$500 for a single person), are very important in reducing the size 
of the tax base. At their 1939 level, such exemptions would re- 
duce the tax base of 57.6 billion dollars, which Professor Groves 
has estimated for a national income of 140 billions, to 29.2 bilUons. 
Granting the need for a large postwar tax base, such estimates 
indicate that the retention of relatively low personal exemptions 
(as in 1946) is desirable. It is generally agreed that personal 
exemptions, varying with the number of dependents, are neces- 
sary to the continuance of the personal income tax as an ability- 
to-pay tax, and perhaps for other reasons.^® The writers would 
especially emphasize the need for a broad tax base as necessary in 
the use of the personal income tax as an efficient instrument for 
planned flexibility in fiscal policy. 

Special problems of the tax return. The methods whereby the 
process of computing Federal income-tax liability has been sim- 
plified in recent years are summarized in the following sections. 
There still remain two main complexities. One is the ability of 
taxpayers to submit separate returns if a joint return would in- 
crease tax liability, and where more than one person in a family 
has sufficient income to require the filing of a tax return. The 
other is the ability of husband and wife in certain “community- 
property” tax states (Arizona, California, Idaho, Louisiana,. New 
Mexico, Texas, Washington, and Wyoming) to divide income for 
purposes of tax reporting, whether or not the income has been 
earned by more than one person. Some net tax avoidance may be 
possible if larger tax rates on larger incomes, an integral feature 
* of om tax-rate structure, are escaped in part. 

income, as reported by the Department of Commerce, was 121*6 billion dollars. 
Of this amount, 86.6 billions were reported on tax returns, or about 35 billions 
(27.9 per cent) were unreported. Deductions, after business expenses, amounted 
to 7.9 billion dollars, about 9 per cent of reported income, and about 6.5 per 
cent of national income. A special deduction item to be noted is the 10 per cent 
deduction (after busmess expenses) which is automatically allowed by 5ie gov- 
ernment in the computation of its tax table for ‘"shortcut” determination of tax 
liability. This tax table is refe^ed to later in this chapter. Personal exemptions 
on 1942 income were — to the point where nontaxable income was reduced to 
zero — 41.4 billion dollars, or about 34 per cent of national income. This left 
37.3 billions as the tax base, only about 31.6 per cent of national income in 1942. 

Brief examination of personal exemptions will be made in the following 
chapter. Professor Groveses outlined his reasons for such exemptions on pages 
171-174 of Postimr Taxation and Economic Progress, 
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The ability of taxpayers to use these options enables pertain 
taxpayers to obtain net savings which increase with the size of the 
income and with the relative share received by one of the tax- 
payers. To take an hypothetical example, suppose a husband 
and wife receive a total income of $10,000, of which $1,000 is 
legally deductible, and of which $1,000 was received by the wife. 
For a net income of $9,000 filed under a joint return, total taxes 
(1946) would have been $2,185. If, however, the husband chose 
to take the deductions of $1,000 against his income, and husband 
and wife agreed to spht their $1,000 exemption, the total tax 
would have, been $1,957. 

In any of the community-property states these two individuals 
can split total income received, whether or not the income has 
actually been received by more than one person. Continuing 
with our previous example, let us suppose that the husband and 
wife spht the net income of $9,000 and each report $4,500. In 
this case, total tax liability would have been $1,843 (1946) — ^less 
than if either separate returns were filed as in our second ex- 
ample, and still less than under a joint return. If, in fact, total 
income received by either husband or wife were greater than in 
our example, there would be an even greater tax advantage in 
splitting the income, especially where the relative share of in- 
come received by one of the two persons was large. 

The potential income-tax loss which results from the practice 
of separate returns, especially in community-property tax states, 
cannot be ignored. For the income year 1942, for example, in- 
dividual income-tax -returns from the eight community-property 
tax states were about 15.6 per cent of all returns, and represented 
about 15.4 per cent of total net income reported for taxation.^® 
On these returns, the Treasury suffered substantial loss in income- 
tax revenues, because of the special practice of sphtting income 
permitted in these states. The potential loss in tax revenue due 
to the permissive filing of separate returns where there is more 
t ha-n one person receiving income within a family is more difficult 
to estimate. 

There is no completely equitable solution to the problems of 
separate returns. A case can be mad#' for compulsory joint re- 
turns, which the Treasury has proposed on several occasions, but 

“Based on Statistics of Income for 1942, Part 1, page 90, Treasury Department, 
Washington, D. C., 1945. 
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which has never been enacted into law. This procedure is em- 
bodied in British income-tax law. Yet it can be objected that 
such a compulsory practice would be unfair where, in fact, sev- 
eral persons within a family have substantial income secured 
from independent sources. Separate computation of tax for each 
member of a family has also been proposed, under which the in- 
come secured by all members of the family would be added, with 
ta.\' computation per member being based on total net income 
divided by the number of persons in the family. The separate 
tax so computed for each member would then be multiplied by the 
number of persons in the family to obtain the total tax reported 
on one tax return. Such a system of reporting would be a 
definite improvement over the system permitted in the com- 
munity-property tax states, but would obviously benefit families 
with dependents. Every member of the family could claim 
exemption regardless of his income. Whether or not this is de- 
sirable depends in part on the stimulus to larger families which is 
wanted, but the analysis of this social end is not one which will 
be xmdertaken by the writers. 

In any event, some improvement could be made in our present 
requirements for types of tax returns which may be filed. Com- 
pulsory joint returns would probably represent such an improve- 
ment, as also would the separate computation of tax hability 
along tire lines explained above, although it might prove desir- 
able to limit such tax computation to husband and wife. An- 
other improvement would be the requirement that community- 
property tax returns be filed by all those required to file income- 
tax returns. Any of these suggestions would remove the differen- 
tial advantage which now exists for individuals living in the 
community-property tax states. 

Determining Federal Income-Tax Liability 

During recent years, we have simplified the Federal income- 
tax process for the majority of individuals required to file returns. 
The bulk of individuals affected jjay tbe income tax are now able 
either to turn over their wAhholding receipts to the government 
and let the Bureau of Internal Revenue compute their final tax 
liability, or to use a short-form tax return which enables them to 
determine their tax liability by the inspection of a prepared table. 
Thus, individuals with wage-salary income not exceeding $5,000 
plus $500 for each person^ exemption (including the taxpayer) 
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and with income from other sources not in excess of $100 are able 
to supply information on this miscellaneous income, sign their 
withholding receipts, and let the government compute their tax 
liability. Whether they are subject to withholding or not, indi- 
viduals with gross income not over $5,000 may use a short-form 
tax return which enables them to determine their tax liability 
readily by inspection of a table which allows for personal exemp- 
tions and for deductions which are 10 per cent of gross income.^^ 
Some individuals, however, are either compelled to use the com- 
plete tax form 1040 to determine tax liability or, for reasons to be 
indicated shortly, find it to their advantage to do so. 

By a combination of collection at source for the pa}mient of the 
bulk of wages and salaries, and of current declaration of esti- 
mated annual income and payment of tax thereon in installments, 
the time involved between receipt of income and payment of tax 
has been substantially reduced. 

Let us begin our explanation of the income-tax process by fol- 
lowing the steps from calculation of the sum of gross money 
values received by an individual (or increase in die value of 
assets held) to the calculation of final tax liability. We will as- 
sume that it will be necessary for such an individual (whom we 
shall call to use the full tax form, and that he is a self- 
employed businessman whose net business profits for the year 
are $10,000. The path which he will follow in determining tax 
liability is described below.^^ 

1. He begins with a sum of gross money values received during the 
year from all sources and perhaps with a change in the value of 
capital assets which he owns. 

2. From these, he will first exclude certain ‘ non-income^^ items as 
defined by law. This will leave a sum of gross money receipts 
which may be thought of as the gross tax base, 

3. From the gross tax base, he will subtract business expenses, in- 
cluding an allowance for depreciation and/or depletion, to obtain 
adjusted grass incomeP 

Strictly speaking, the table is made available for individuals whose adjusted ^ 
gross income does not exceed $5,000. The (downward) adjustments which are 
permitted are chiefly those for business expenses- 

The steps described do not include those which he must follow in complying 
with the requirements of tax declaration, as part of our current-collection system. 
Explanation of these additional steps will follow immediately after the sfeps in 
determining tax liability have been indicated. 

"Business expenses” is a general term to cover the deduction of various 
specified items listed in amendment of Section 22 of the Internal Kevenue Code 
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4. From adjusted gross income, he will obtain net income by sub- 
tracting permitted personal deductions. 

5. His net income will be decreased by the amount of his personal 
exemption, varying with the number of dependents, to obtain 
net taxable income. 

6. This net taxable income was subject in 1946 to both normal tax 
(3 per cent in 1946), and to progressive surtax rates applicable 
to his taxable net income (these rates varied from 17 to 88 per 
cent in 1946). 

7. From the tax so computed, the Revenue Act of 1945 permitted 
him to deduct 5 per cent, and set the maximum of net taxable 
income which could be taken in tax at 85.5 per cent.^^ 

In explaining the application of these steps to Individual X, we 
need more data than we have so far. We have assumed that X 
is a self-employed businessman whose net profits reported on the 
accrual basis are $10,000. We will now assume, in full, that: 

1. For items increasing the money value of his assets: 

a. His gross receipts from the sale of goods and services in his 
business during the year are $100,000. 

b. He receives $3,000 cash in interest and dividends on invest- 
ments in corporate securities. 

c. He receives a bequest of $25,000. 

d. He also receives $5,000 as the proceeds of a life insurance 
policy from the death of a child in the family just prior to the 
end of the preceding year. 

e. He receives $2,000 interest on investments in state and local 
securities which he owns. 

/. He receives dividends in stock shares instead of in cash from 
a corporation, such shares having a market value of $500. 

g. The value of a tract of land which he owns increases from 
$5,000 to $8,000. 

h. Merchandise which he holds for business purposes rises in 
value by $2,000. 

by the Individual Income Tax Act of 1944. Deductions allowed for depreciation, 
depletion, and obsolescence are explained in Bulletin F of the Bureau of Internal 
Revenue. This bulletin is revised from time to time. 

^ For the majority of income receivers who derive their incomes from wages or 
salaries, gross income and adjusted gross income are the same, so that the adjust- 
ment in ,Step 3 above is not necessary. Apart from this adjustment, derivation of 
taxable net income and determination of tax liability are based on essentially the 
same steps as those indicated above, even though the government has provided 
“short-cut” processes by which the tax liability (iE any) of most income receivers 
may be determined. 
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2. For items decreasing the money value of his assets; 
a. His business expenses are $90,000, including a charge for de- 
preciation and anticipated bad debts. 

h. He pays state and local taxes amoxmting to $2,000. 

c. He incms and pays medical and dental expenses of $3,000 for 
himself and dependents. 

d. He contributes $3,000 for religious and charitable purposes. 

e. He pays $500 interest on funds borrowed. 
j. He makes a gift of $1,000 to a friend. 

g. He expends $5,000 for the living expenses of himself and 
family. 

h. He repays debts of $1,000. 

3. He makes a capital investment of $15,000 in land and buildings, 
partly out of accrunulated funds, in expectation of personal profit 
from this investment. 

4. He is married and head of a family consisting of a wife and one 
minor child, none of whom are income earners during the year. 
He is therefore entitled to a personal exemption of $500 for each 
member of the family, including himself, or a total of $1,500. 

On the basis of these data, and the prevailing schedule of tax 
rates (here taken to be the tax-rate schedule efiEective in 1946)®^ 
what will be the income-tax liability of Mr. X? To answer this 
question, we must follow through the steps in tax computation 
previously listed, as well as revert to the legal definition of income 
for taxation from time to time. 

First, the data include certain “non-income” items which are 
not relevant for our purpose, as well as certain deductions from 
income permitted by law. The non-income items are of several 
types. Since our Federal tax law is based largely upon realized 
money income, his unrealized appreciation of $3,000 in the value 
of land which he owns, as well as the real income enjoyed from 
living in an owned home, are excluded. The increase of $2,000 
in the value of his merchandise will be included if X reports on 
the accrual basis. Certain items increasing the money value of 
assets have been excluded from gross income for several reasons: 
(1) Because of constitutional interpretation. Thus, income on 
such instrumentalities of one level of government as government 
securities axe exempt from income taxation by another level of 
government (such as the exemption of the interest on Federal 

“ See Appendix C for this rate schedule. 
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securities from state income taxes and vice versa). Again, the 
Supreme Court has held that stock dividends which do not alter 
the proportionate ownership of stockholders in a corporation are 
tax-exempt. (2) Certain receipts are subject to other forms of 
taxation. The receipt of bequests and gifts is not called “in- 
come.” This may be because we also have Federal taxation of 
bequests and gifts. (3) Because of prevailing social and eco- 
nomic attitudes. Thus, the proceeds of a life insurance policy 
are not income for tax purposes.^® In our particular example, 
non-income items total $35,500.®® , 

Set against the total of items increasing assets by $140,500, 
this subtraction of $35,500 leaves $105,000. The next step is to 
secure adjusted gross income, which permits the deduction of 
business expenses, which amount to $90,000 in this instance, 
leaving $15,000. Specified personal deductions may then be sub- 
tracted from adjusted gross income. Deductions permitted are 
mainly for state and local taxes (except special assessments); 
interest on indebtedness; contributions for religious, charitable, 
educational, or scientific purposes up to 15 per cent of ( adjusted) 
gross income; and for “extraordinary” medical or dental expenses 
— those in excess of 5 per cent of adjusted gross income up to a 
specified maximum.®’^ Deductions for ordinary living expenses, 

®®For a more complete list of non-income items for tax purposes, see the In- 
ternal Revenue Code, Section 22. Based primarily on the concept of realized 
money receipts, ho\ve% er, this section does not mention such income as unrealized 
appreciation (or depreciation) in capital assets or real income with a monetary 
equivalent, such as mcome from the use of an owned home. Receipts from in- 
surance due to other reasons than the death of the insured, or from annuities, are 
included in gross income to the extent that such receipts ( when added to amounts 
received before a particular income year) exceed the aggregate premiums or con- 
sideration paid by beneficiaries in order to obtain such receipts. 

^This amount is the sum of the bequest of $25,000; $5,000 in life insurance; 
$2,000 tax-exempt interest; $3,000 unrealized appreciation; and $500 in stock 
dividends. 

For a quite complete statement of permitted deductions, see Internal Revenue 
Code, Section 24. The Code lists these deductions, among others: 

1. Trade or business expenses. 

2. For individuals: all non-business expenses paid or incurred during the 
taxable year for the production or collection of income, or for management 
of property held for the production of income. 

3. AH interest paid or accrued within the taxable year: except that interest 
on tax-exempt securities is not deductible. 

4. Taxes, except death, gift. Federal income and excise taxes, and taxes 
assessed against local benefits (special assessments). 

5. Business losses and other losses arising from fires, other casualties, or theft — 
to the extent not covered by insurance. 

6. Bad debts, or a reasonatl© addiUon to reserve for bad debts. 



THE PERSONAL INCOME TAX 261 

expenditures for capital investment or repajmient of capital in- 
debtedness are not permitted, nor are outright gifts (for other 
than contributory purposes already mentioned).®® 

In the case of Individual X, permitted personal deductions 
total $7,250,®® leaving a net income of $7,750. Ha\ang three per- 
sonal exemptions (coimting himself) Individual X is entitled to a 
personal exemption of $1,500 before tax. This leaves Irim with 
a taxable net income of $6,250, to all of which both normal tax 
(3 per cent) and surtax (beginning at 17 per cent on the first 
$2,000) apply. His “tentative” tax can now be calculated (with 
the aid of tax rate and exemption data). It is $1,455, but the 
Revenue Act of 1945 permitted “tentative” tax to be reduced by 
5 per cent to obtain final tax liability, which is $1,416, or 18.3 
per cent of his net income of $7,750. This effective rate, it 
should be noted, is much lower than the highest marginal rate 
which X has to pay. On the part of his taxable net income over 
$6,000, his combined normal and surtax rate is 30 per cent*® 
(28.5 per cent after the permitted 5 per cent reduction). 

7. A reasonable allowance for depreciation (including obsolescence) arising 
from property used in the trade or business or held for the production of 
income; likewise, a reasonable allowance for depletion. 

8. Gifts and contributions for religious, charitable, scientific, or educational 
purposes to the extent of 15 per cent of adjusted gross income. 

9. Deduction for extraordinary medical and dental expenses paid during 
the year, not otherwise compensated by insurance. 

Under the Federal Gift Tax (1946) an individual is entitled to an exemption 
of $30,000 plus $3,000 to any one person in a given year. 

Determined as foUows: state and local taxes $2,000; allowance for medical 
costs $2,250; allowance for contributions $2,500; payment of interest on debts $500. 
Deduction for medical-dental expenses was determined as follows: 5 per cent of 
adjusted gross income of $15,000 is $750. Medical expenses to the extent of 
$3,000 were incurred, or $2,250 above the 5 per cent figure. This much is de- 
ductible, since it is still below the ceiling amoxmt of $2,500 permitted as a deduc- 
tion for this type of expense for an inmvidual with more man one personal ex- 
emption. The allowance for contributions was determined as follows: 15 per 
cent of $15,000 is $2,500. Wliile Individual X made contributions in excess of 
this amount, only $2,500 is an allowable deduction under the law. 

'"The “effective” rate is pulled below the top marginal rate by the taxation 
of parts of his taxable net income at lower marginal rates. Thus, the first $2,000 
of his taxable net income is taxed at 20 per cent, the next $2,000 at 23 per cent, 
the next $2,000 at 26 per cent and the portion of his net income over $6,000 is 
taxed at 30 per cent. (These rates are prior to the final subtraction of 5 per cent 
of tax.) For purposes of simplicity, gains or losses on the sale of property have 
been excluded in the above example. To the limited extent that tradings in 
property are defined as transactions involving "capital assets” by the ( 1946 ) law, 
net capital gains were taxed at a top rate of 25 per cent, while capital losses 
could be deducted only against gains, plus the lesser of $1,000 or net income (ex- 
clusive of such capital gains or Tosses), with a limited provision for carry-over of 
net capital bss. 
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Relatively fev^ individuals have as large a net income as our 
hypothetical X. Where the adjusted gross income of such an 
individual is below $5,000, he may use a 'short-cut” tax process, 
with a tax table to determine his tax, or he may be able simply to 
sign a withholding receipt from his employer and let the govern- 
ment compute his tax liability, if any, for the year. These alter- 
natives have been mentioned previously. Two things need to be 
pointed out, however: 

1. There are many cases where the system of withholding and dec- 
laration (and payment) of estimated tax results in some overpay- 
ment of tax, giving an option of a refund payment to the individ- 
ual or application of his ‘overpayment’' against his tax liabihty 
for the following year. Such overpayments may come about in 
several ways: {a) because tax has been withheld where an indi- 
vidual has earned a total amount below his personal exemptions 
(and permitted deductions), {h) because of errors of estimate 
in tax liability not completely removed at the time that the indi- 
vidual files his final tax return for one year by March 15 of the 
following year, or (c) because of the roughness of the income 
brackets which are employed in applying different rates to dif- 
ferent sized incomes. This latter factor results' in overestimation 
of the tax rate to be applied on an individuars income rather 
than taxation of a larger income than was actually received. In 
1945, of 47,000,000 returns filed for the taxable year 1944 over 
30,000,000 were entitled to total refunds amounting to 1.4 billion 
dollars. 

2. There are cases where individuals with adjusted gross income 
below $5,000 may find it more profitable to list their permitted 
deductions than to take the 10 per cent deduction allowed in the 
tax table (Supplement Table T) included with the tax form. 
Conversely, there are cases for individuals with gross income 
above $5,000 where it may be more profitable to use the maxi- 
mum deduction allowed in the tax table ($500) than to hst total 
deductions which may total less than $500, In both cases, the 
option may be exercised. (The $500 maximum deduction in the 
tax table is called the "'‘optional standard deduction ’ for those 
with adjusted gross income above $5,000.) 

The ''Current-Collection” System 

Scattered observations have already been made about the re- 
duction of timO between the receipt of income and the payment 
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of the tax which has been achieved in Federal income taxation in 
recent years. It is the purpose of this section to summarize the 
main features of our present system (1946), which began with 
the Revenue Act of 1942 and culminated in the Indiviuual In- 
come Tax Act of 1944. 

Steps toward currency in tax payments operating in 1946 began 
with the initiation of a withholding system for wages and salaries 
(excluding those of a few groups, chiefly agricultural laborers and 
those employed in domestic service). This system began in 
January, 1943, with a 5 per cent wartime Victory Tax on wages 
over $12 a week. It was subsequently revised and broadened. 
In 1946, it withheld most of the income tax on gross wages and 
salaries up to $5,000 for individuals, plus $500 for each “personal 
exemption.” 

An important phase of “current” collection in 1946 was a system 
of tax declaration and current payment by two main economic 
groups ( apart from those engaged in agriculture and a few other 
wage-earning groups): (1) Individuals whose wages or salary 
subject to withholding could reasonably be expected to exceed 
$5,000, plus $500 for each exemption, and (2) Individuals whose 
gross income from sources other than wages or salary could rea- 
sonably be expected to exceed $100 and whose gross income 
might be expected to exceed $500. Both groups of persons were 
required to make advance estimates of aimual tax liability by 
March 15 of a given year and to pay one-quarter of any indicated 
tax liability by successive payments on March 15, June 15, Sep- 
tember 15, and on January 15 of the following year. If part of his 
income was subject to withholding at the source, an individual 
falling in either of these two groups was expected (in 1946) to 
estimate the tax to be withheld at the source in a given year and 
could deduct this tax from his total estimated tax liability. 

The fimctioning of this system of tax declaration and pay- 
ment can be clearly illustrated by an hypothetical case of a self- 
employed businessman (unincorporated and outside agricul- 
ture) who, in both 1942 and 1946, had a net taxable income of 
$10,000. We shall assume that, in both years, his income was 
earned from January 1 throughout the year, although not neces- 
sarily with the same regularity day by day. On his 1942 income, 
this businessman was not required to state his income to the 
Federal government at all until March 15, 1943, the deadline for 
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filing Iiis tax return for the previo^us year. He could then, if 
desired, meet his tax liability in four quarterly installments ending 
December 15, 1943. This meant that a portion of his tax liability 
which was actually incurred in early January, 1942, might not be 
met until nearly two years later, although the average lag prob- 
ably was about 7 months. 

In 1946, this maximum period for meeting any portion of tax 
hability had been reduced to less than fifteen months, and most of 
such liabihty was met witliin three to fom- months after it had 
been ihcm-red. Tax payments which followed March 15 could 
be accompanied by amended declarations, with alterations in 
such tax payments. Provided that his adjusted estimates of 
annual income (and tax hability) came within 80 per cent of the 
final tax liability, as indicated by a tax return filed not later than 
March 15, 1947, the individual was not subject to any penalty 
(assuming, of course, that taxes due were paid within the time 
intervals permitted by the tax law). 

Especially favorable treatment given farmers*^ in the current 
collection system has already been mentioned (Chapter XI). 
The lag between receipt of income and payment of tax has been 
reduced least of all for this class of taxpayer. A farmer is not 
required to make a declaration and payment of estimated tax for 
the income of one calendar year until January 15 of the following 
year. Even then, he may avoid a declaration if he files his final 
income tax return by January 15. If he does not choose this 
option, he may still file his tax return by March 15, and avoids 
penalty for understatement of tax hability if his final return indi- 
cates that his estimate (as of January 15) was not below final 
tax habihty by more than 33J per cent.^^ 

The especially favorable treatment accorded farmers probably 
arises both from the comparatively poor bookkeeping methods 
which farmers generally use^® and from the inherent nature of 
their businesses, wliich may be subject to sudden changes in 


individual may qualify as a fanner if at least two-thirds of his gross in- 
come comes from farming, ® 

« ^ encourage accuracy in tax' estimates imposes this 

p^alty: the lesser of (1) 6 per cent of the excess of final tax over the sum of 
estimated to and to withheld at source, and (2) the excess of 80 per cent of 
final to (66i per cent m the case of farmers) over estimated tax 

The requirement that a farmer submit a schedule of farm incom.e and ex- 
pens^ (Fonn 1040 F) with his tax return both recognizes this fact and probably 



THE PERSONAL INCOME TAX 265 

weather and disease beyond their control, affecting their final 
income for the year both rapidly and substantially.*^*^ It seems 
to the writers that the requirements for advance estimates of in- 
come and payment of anticipated tax and the imposition of penal- 
ties for underestimation of income which are applied to other 
economic groups should be applied to farmers. This appears 
reasonable since the current declaration system permits amend- 
ments of original estimated income (and tax liability) at four 
successive intervals during the course of a year. 

Our current collection system has developed to the point where 
part of tax liabilities incurred on the income of one month be- 
comes tax receipts to the Federal government in the following 
month. For taxes withheld on wage-salaiy income, the process 
of tax collection has a lag of only slightly more than one month. 
An employer with a monthly wage bill of over $100 is required 
to turn over taxes collected in any month to the government 
within 10 days after this period has ended. 

Summary of the Federal Income Tax Collection System (1946) 

1. Filing of Returns: 

A. Under the withholding system: 

1. One of the following types of tax return is required of any 
individual from whom some portion of his annual wages or 
salary have been deducted in taxes by an employer: 

a. If wage or salary received does not exceed $5,000, plus 
$500 for each dependent, and if gross taxable income 
from other sources is not over $100, the individual may 
sign his withholding receipt from his employer, supply 
information as to miscellaneous income received, and let 
the government determine his final tax liability. 

b. If such wage or salary exceeded $5,000, plus $500 for 
each exemption or, even if less than this, the individual 
receives gross taxable income (such as interest and 
dividends) from other sources over $100, the individual 
must use a tax form (rather than his withholding re- 
ceipt) as a basis of indicating tax liability. 

c. If an individual who may file a withholding receipt de- 
sires to do so and if his gross income does not exceed 
$5,000 he may file instead a tax return based on a "short- 
cut'^ method of determining tax which uses a tax table 

may also be due in part to the political pressure which organized farm 
groups have been able to exercise in affecting the kind of current collection sys- 
tem which the Federal government has set up. 
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for incomes of varying size and varying numbers of per- 
sonal exemptions. This table, which accompanies the 
tax form, allows for personal exemptions and for an as- 
sumed 10 per cent deduction from gross income. 
d. If he wishes, such an individual may ignore the tax 
table and file a full-length tax return. In this case, he 
lists all permitted deductions against income. This will 
be advantageous if his allowable deductions exceed the 
10 per cent allowed by the tax table. . 

2. If wage-salary income in excess of $5,000 (plus $500 for 
each exemption) or income from other sources greater than 
$100 is anticipated, the taxpayer must file an advance dec- 
laration and pay estimated excess taxes over and above 
estimated taxes which will be withheld. If such excess 
was not anticipated, but actually is received after Septem- 
ber 15 of a given year, an estimate must be made by Janu- 
ary 15 of the following year, and any excess taxes over 
those withheld at source must be paid. (See description 
of the declaration system in the following sub-section.) 

S. All final tax returns, in whatever form, are due by March 
15 of the year following the receipt of income. 

4. If any tax return indicates that amounts withheld, for 
instance for work during only part of the year, exceed the 
tax-free annual income permitted by personal exemptions 
and deductions, the individual is entitled to a tax refund, 
or to apply excess taxes paid against income-tax liabihty 
in the succeeding year. 

5. Withholding of wage or salary income is not required for a 
few classes of workers, especially those engaged in agri- 
culture, domestic service, or casual labor. 

B. Under the system of income estiraate (declaration) and cur- 
rent tax payments: 

1. For individuals not engaged in agriculture: 

a. An individual not affected by withholding must file an 
advance declaration of anticipated income and tax lia- 
bility by March 15 of the year in which income is beh 7 g 
received if: (1) his gross income is expected to exceed 
$500, or (2) his income from sources other than wages 
or salary is expected to exceed $100. 
h. Under certain conditions explained above, an individual 
affected by the withholding process may still have to 
file a tax declaration by March 15 of the year in which 
income is being received. 
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c. For both classes of individuals, payment of one-quarter 
of any indicated tax liability (over and above amounts 
withheld) must be made on March 15, June 15, Septem- 
ber 15, and on January 15 of the following year. At 
each of these dates after March 15^ opportunity is given 
for an amended declaration of estimated annual income, 
and for adjustment of tax payments which may be indi- 
cated. 

d. Final tax returns must be filed by both classes of indi- 
viduals by March 15 of the year following receipt of in- 
come. Such returns may use the short-form tax return, 
with tax table, if adjusted gross income (gross income 
minus specified business expenses) does not exceed 
$5,000. For returns showing an adjusted gross income 
over $5,000, a detailed tax return, without use of the tax 
table, must be used. On such returns, personal deduc- 
tions may be listed, or an optional standard deduction 
of $500 against income may be used. 

2. For individuals engaged in agriculture: 

a. Such individuals are defined as those persons who de- 
rive 80 per cent or more of their gross income from 
agricultural pursuits. 

b. Unless such individuals expect to receive “outside"’ in- 
come from nonagricultural sources in excess of $100, 
they are not required to file an estimate of annual in- 
come (and tax liability) until January 15 of the year 
following the receipt of income. Any tax due on the 
basis of this estimate must be paid at this time. The 
January 15 estimate may also be made the final tax 
return, if the farmer desires, or a final return may be 
made by March 15. 

c. Individuals engaged in agriculture have the same op- 
portunity for use of the short-form tax return^ with tax 
table, or for use of a full-length return, as do others who 
make tax returns. But businessmen engaged in farm- 
ing are also required to fill out and append to the tax 
return a statement of farm income and expenses. 

3. A system of penalties is provided by law to obtain the 

maximum accuracy in (adjusted) estimates of tax liability. 

This penalty is the lesser of: 

a. 6 per cent of the excess of the final tax over the sum of 
(adjusted) estimated tax and tax withheld at source, 
or 
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b. The excess of 80 per cent of the final tax (66f per cent 
in the case of those engaged in agriculture) over the 
estimated tax. 

C. Informational returns are also required: 

1. From all employers engaged in withholding taxes from 
employees, information is required on the amount paid 
each employee during the year, his personal exemption 
status, and the amount of tax collected. 

2. From persons or corporations paying interest, dividends, 
and royalties, information is required as to the amount 
paid to each individual. 

11. Collection of Tax: 

A. Each employer who withholds taxes on wages or salaries in 

excess of $100 is required to turn over funds collected to a 
depositary bank of the Federal government not more tlian 
ten days after tlie end of the month for which the tax was 
withheld. ' 

B. Individuals — except those engaged in agriculture — are re- 
quired to make any additional tax payments ( over and above 
withholding) indicated for a given year on March 15, June 
15, and September 15 of that year, and by January 15 of the 
following year. 

C. Those engaged in agriculture are required to make estimated 
total tax payments for a given year by January 15 of the fol- 
lowing year. They may pay this tax then, or by the follow- 
ing March 15. 

III. Settlement of Tax Liability; 

A. Any taxpayer may make a final tax return by March 15 of the 
following year, by submitting his withholding receipt, using 
a tax return with a tax table, or a tax return without the use of 
a tax table, as the individual case may indicate. ' 

B. No matter what t;^e of return may be used by the taxpayer, 
his final tax liability allows a personal exemption of $500 for 
himself and each dependent, deductions of 10 per cent of 
gross income up to $5,000 of (adjusted) gross income and 
permissive deductions above $5,000, with an option to take 
a standard deduction of $500, if the taxpayer desires. 

C. If the final tax return indicates that the taxpayer has made 
payments in excess of tax liabilities, tax refunds are due, or 
&e refund may be applied against tax habihty in the follow- 
mg year. If the final return indicates substantial understate- 
ment of annual tax liability by the taxpayer, penalties may be 
imposed. The outline of this penalty system has been given. 
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D. An important effect of the current-collection system has been 
to bring most tax revenues for one income year into the hands 
of the Treasury by March 15 of the following year. The final 
tax return is now chiefly a means to settle accounts with the 
government on taxes already paid, rather than to make the tax 
return the occasion for the first payment (perhaps only a 
portion) of tax liability on income of the preceding year. 

Some Methods for Evading or Avoiding Federal Income Tax 

Despite the conversion of the Federal income tax into a "mass” 
tax which, in 1946, covered the majority of our income receivers, 
some methods for avoiding or reducing the tax still remain.'^^ 
Some of the most important of these loopholes include tax- 
exempt securities and taxes on capital gains on assets held imtil 
after death of a taxpayer. 

One of the most prominent methods of tax avoidance is the 
reinvestment of corporate earnings to avoid payment of personal 
income taxes. This loophole gave rise to a Federal tax on un- 
distributed profits in 1936, which was suflficiently unpopular to 
be repealed, efiEective in 1940. However, the deshability of 
reaching undistributed profits through personal income taxation is 
widely accepted by students of taxation, and proposals to inte- 
grate corporate and personal income taxes have been widely 
discussed in recent years. Consideration of the problem of un- 
distributed corporate profits will be a major subject of Chapter 
XV. 

There are two other loophdles which wiU be mentioned. One 
is the use of the trust fund and the other is the personal holding 
company. It is legally possible for a taxpayer to create almost 
any number of trust funds for the benefit of family members and 
others. The taxpayer's income-yielding property is committed 
to these trust funds, operated by trustees. These trustees, in 
tui*n, make payments to beneficiaries of the trust funds according 
to the provisions of varying agreements. By this device, it is 
legally possible for an individual with a large income to split it 
so successfully that he avoids progressive rates of the income tax, 
yet may manage to retain working control over property which 

^ Evasion of tax occurs when a taxpayer fails to comply with the laws, as 
when he fails to report a portion of taxable income. The primary check for 
evasion is administrative vigilance. Avoidanco occurs when the taxpayer has 
made use of available legal loopholes to reduce or completely avoid the tax. 
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pro\ides the basis of income for the trust funds. Equitably, the 
income of all such trust funds should be consolidated for purposes 
of a tax return by the creator of the trusts. 

Another device which taxpayer ingenuity has produced is the 
personal holding company. Under this arrangement, if A re- 
ceived a large income, he incorporates a holding company, to 
which all his income-yielding property may be delegated. With- 
out penalty restrictions, tliis company would not be subject to tax 
rates higher than those imposed on other corporations, which fall 
far below the top rates of the personal income tax.^® Meanwhile, 
the incorporator may also be the sole owner of the company. 

This method of tax avoidance has received special attention, 
and if legally held to be a personal holding company, such a cor- 
poration is now subject to almost confiscatory rates of tax. 
Under 1946 laws, if 50 per cent of a corporation’s stock is owned, 
directly or indirectly, by not over five persons, and if 80 per cent 
or more of its income is derived from investments, it is considered 
a personal holding company. As such, it is subject to penalty 
tax rates (in addition to taxes applicable to ordinary corpora- 
tions) of 75 per cent of undistributed income not over $2,000 and 
of 85 per cent of undistributed income in excess of $2,000. 
These provisions, together with refusal to permit foreign incor- 
poration of a personal holding company (by resident taxpayers) 
to escape penalty rates on such holding companies, have been 
quite effective in reducing the importance of this particular loop- 
hole from personal income-tax liability. 

State Income Taxes 

Reference has already been made to the fact that, while 33 
states (including tlie District of Columbia) made use of per- 
sonal income taxation in 1946, tax revenues from this particular 
source were less than 7 per cent of total state tax revenues (page 
245). A few additional comments on state income taxation will 
be made here. Such taxation really had a firm beginning witli 
the adoption of the Wisconsin income tax in 1911. Such per- 
sonal taxes were imposed by 15 states by 1930. The depression 
years of the early thirties gave a substantial push to the adoption 

“Under 1946 Federal laws, die top corporation rate was 38 per cent, while 
the highest tax rate applicable to tlie income of an individual was 88.5 per cent 
on taxable net income over $200,000. 
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of the tax by more states, and by 1935, 27 of the 83 states which 
imposed such taxes in 1941 had Isegun such taxation. 

Some of the states with largest incomes, such as Illinois and 
Pennsylvania, are among those which do not impose personal- 
income taxation. On the other hand. New York state alone 
collected half of all such tax revenue in 1941, the last prewar 
year. In 1946, despite wartime reduction in its income-tax rates. 
New York collected about 37.5 per cent of personal income-tax 
revenue. Four states (New York, California, Massachusetts, and 
Wisconsin) accounted for 71.9 per cent of total personal income- 
tax revenue in 1941 and for 62.5 per cent in 1946. 

Income for purposes of state income taxation is defined in 
much the same way as for Federal taxation. Capital gains and 
losses for purposes of taxation are part of the tax base in all except 
three states (Iowa, South Dakota, and Maryland), although the 
methods used to apply income taxation in the area of capital 
gains and losses are varied, resembling changing Federal prac- 
tices over a period of years. While the (1946) Federal law al- 
lowed no exemptions for income received from corporate cash 
dividends — ^paid out of corporate net income previously subject 
to Federal taxation — the practices of the states with respect to 
the treatment of corporate dividends received by individuals has 
been varied. For instance, in 1942, six states (Iowa, North Caro- 
lina, North Dakota, South Dakota, Vermont, and Virginia) per- 
mitted the exemption of corporate dividends paid out of (allo- 
cated) corporate income which had been used as the measure 
of the state corporation income-tax base. But this dividend 
credit was allowed only to the extent that the corporate income 
was taxed by the state.^^ Deductions of other taxes from gross 
income are permitted, as in the case of the Federal income tax. 
But Federal income taxes for the tax period preceding the filing 
of the state tax returns may be deducted, rather than state in- 
come taxes.^® Unlike the Federal government, the states have 

'‘^For a smnraary on treatment of corporate dividends for personal income 
taxation by all income-taxing states in 1942, see Roy G. Blakey and Violet John- 
son, State Income Taxes, pages 10-11, Chicago: Commerce Clearing House, Inc., 
1942. 

^The significance of reciprocal deduction of income taxes for the continuance 
of reasonable equity in Federal and state income taxes is discussed briefly in the 
following chapter. A few states with state income taxes do not permit deduction 
of Federal-tax liability; among them are two of the six most important state in- 
come-tax states, New York and California. 
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not moved toward current collection of income taxes, so that in- 
come received in one year is tmiformly not reported for taxation 
until the following year. 

Personal exemptions under state laws tended to follow Federal 
practices until 1941, although a few state personal exemptions 
were lower than prevailing Federal exemptions. Thus, in 1941, 
the most common personal exemptions for state income taxes 
were $1,000 for a single person, $2,500 for a head of family, and 
$400 for a dependent. These were the same as Federal exemp- 
tions for the income year 1940. State income-tax exemptions have 
not undergone much change since 1941, although Federal exemp- 
tions were reduced after 1940 and, in 1946, were uniformly $500 a 
person, including dependents. 

Five states (Arizona, Iowa, Minnesota, South Dakota, and Wis- 
consin ) use a system of “tax credits” to grant the personal exemp- 
tions which they give. Thus, in Iowa, the head of a family was 
(in 1942) allowed a tax credit against tax of $20. Under Iowa 
rates in 1942, this was equivalent to the personal exemption of 
$1,500. The tax-credit system has one main contrast with the 
more commonly used system of personal exemptions. Income- 
tax liability on all net income at the highest rate applicable is 
computed before the tax credit is allowed. With a progressive- 
rate structure, the application of the tax-credit system results in 
a somewhat larger tax for a net income of any given size than 
does the application of tax rates after a stated personal exemption 
has been deducted from net income. 

Tax-rate structures under state income taxes have been progres- 
sive, but the progression has been moderate. In 1941, the tax 
rate on the first $1,000 of taxable income in most inc6me-tax 
states was 1 per cent, and only four states ( California, Minnesota, 
Wisconsin, and North Dakota) imposed tax rates which equaled 
or exceeded 10 per cent on the largest taxable incomes. The 
most severe rate apphed was that of North Dakota — 15 per cent 
on taxable net income over $15,000. 

There are important problems of state income taxation relat- 
ing to die application of tax to an individual residing in one state 
who receives his income from sources partly outside the state. 
Discussion of these interstate problems, however, is postponed 
until the final section of the book, which deals specifically with 
intergovernmental fiscal relations. 
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I N THE previous chapter, some of the practices followed in 
personal income taxation in the United States were ex- 
amined. This chapter is devoted to examining some of the prob- 
lems associated with personal income taxation. 

Reducing Discrimination Against Irregular Income 

The discrimination of our existing income-tax system against 
fluctuating incomes is one of its most serious weaknesses. For 
example, if an individuars taxable income is $13,000 in each of 10 
years, he wiU pay about 26 per cent less in taxes during the ten- 
year period than he would if his taxable income alternated be- 
tween nothing and $26,000. Such a situation is undesirable, 
both from the standpoint of fairness (equity) and from the stand- 
point of the stimulation of incentives to midertake risky new 
enterprises. The penalty on fluctuating incomes arises from our 
failure to permit a carry forward of unused personal exemptions 
and of losses incurred in any one year. 

The penalty on fluctuating income is made more severe because 
of increasing tax rates as income increases. Fluctuations in in- 
comes are due to many factors^ only a portion of which are fluctu- 
ations in business, employment, and national income. The more 
uncertain movements in our society become, the greater income 
fluctuations may be. If our tax system impinges severely on 
fluctuating income, it will also hamper processes of change and 
development of new enterprises in the economy. 

One solution for reducing the tax discrimination against fluctu- 
ating income might be to make the tax base a simple moving 
average of annual incomes over a period of years. However, 
experience with such averaging, where it has been tried (for ex- 
ample, in Great Britain), has not proven satisfactory. A simple 
moving average which would smooth income would include in 

273 
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the tax base data which are several years old. It may shift the 
burden of a tax to a depression year, when income and taxable 
capacity may actually be very low. As an alternative, Professor 
Simons has suggested that a taxpayer be permitted to compute 
his average taxable income for some period of years (say five 
years), to determine what his total taxes would have been if his 
average income had been his actual income in each year, and 
then to claim a rebate if such taxes exceeded his five actual pay- 
ments by more than a certain per cent (say 5 to 10 per cent). 
No one year could appear in more than one averaging computa- 
tion.^ 

Another alternative is to make increased use of carry-forward 
provisions — to postpone until more prosperous years the tax lia- 
bilities which are incurred in low-income years. This implies 
tax payments in years of prosperity which are higher than they 
otherwise would be since such current payments would include 
taxes carried forward. Such tax poHcy would supplement tax 
flexibility gained by reduced rates in low-income years and higher 
rates in higher-income years. Although this procedure would 
have a more favorable impact upon markets than do existing pro- 
cedures, it would not reduce the discrimination against fluctu- 
ating income. Furthermore, such a procedure would increase 
the complexity of a tax policy which also utilized refunds and 
flexibility in tax rates. 

Professor Groves has suggested that, with our present broad 
income-tax base, such averaging (and refrmds) might be limited 
to relatively large incomes — say over $5,000 — and that for smaller 
incomes, a carry-over of unused personal exemptions and of losses 
might be allowed for a limited period, with no refunds. Such a 
system, he believes, would greatly reduce the tax discrimination 
against fluctuatmg income for all taxpayers. Admitting the dif- 
ficulties in any system of averaging, he believes that attempts to 
refine income-tax procedure along the above lines would be worth 
a trial. He also beheves that such a system should accom- 


^ Henry C. Simons, Personal Income Taxation, page 154, Chicago: University 
of Chicago Press, 1938. Simons points out that the percentage margin neces- 
sary to ciairn a rebate is introduced to keep the number of rebate claims down 
and that the exact percentage figure should be fixed with regard to questions of 
administrative cost. Considerations of simplicity also argue for the use of fixed 
periods, “opportunity to file claims being granted simultaneously to all taxpayers, 
say every fifth year,” 
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pany any attempt to apply income taxation to capital gains and 
losses along the lines indicated in a subsequent section of this 
chapter.^ 

Capital gains and losses. At first glance, the problem of treat- 
ing capital gains and losses for pm'poses of income taxation seems 
relatively simple. Thus, if an individual purchases 10 shares of 
stock for $1,000 and later sells them for $1,500, it would appear 
that his gain of $500 was an addition of $500 to his capital assets 
during the period in which he held the stock. It should be sub- 
ject to taxation along with his other items of income. (Similarly 
a $500 loss should be deductible from income.) Yet problems 
arising in connection with capital gains and losses for income- 
tax purposes have been the source of continuous debate and of 
legislative experimentation since our income-tax system was 
established in this country. It is the purpose of this section to 
examine some of these problems. 

The writers consider that a valid basis exists for inclilding 
capital gains and losses in determining net income for taxation. 
However, it must be recognized that, as a matter of administra- 
tion, a realization test — conversion of the asset into cash — ^is 
necessary before such gains and losses can be considered for tax 
purposes.® The writers believe that gains and losses included in 
the tax base should be consolidated with other sources of income 
in the tax base. Such treatment does not preclude attempts to 
allocate realized gains and losses on capital assets according to 
the period of time during which the asset may have been held.^ 
It does imply that realized losses not deductible against capital 
gains or other income in a particular year may be carried for- 
ward and applied against income of future years, xintil such losses 
are “used up."" 

Such proposed treatment for capital gains and losses has never 
been fully incorporated in our Federal (or state) income-tax 

^ See Harold M. Groves, Postwar Taxation and Economic Progress:, pages 227- 
236, These pages contain data on the quantitative significance of income fluctua- 
tions and of proposed rebates. 

® Problems of equity in applying this realization test to capital assets held for 
varying lengths of time have caused much debate and various legislative changes 
in the application of income taxation to capital gains and losses in the United 
States. 

"^Attempts to do this have been made under the law, such as the Federal 
Revenue Act of 1934 (see Table 20) and proposals for such allocation not yet en- 
acted into law have been made by various students of taxation. 
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laws.' But the Federal government and most of our 33 income- 
tax states (as of 1946) have been much more active in applying 
the income tax to capital gains and losses than have many foreign 
countries, such as Great Britain.® Acceptance of equality in the 
method of treatment for gains and losses is important if private 
investors are to be encouraged to assume risks on long-term in- 
vestments in new enterprises. Along with such treatment should 
go provisions for mitigating fluctuations in taxable income from 
all sources, as well as an over-all tax structure which will be fa- 
vorable to private enterprise.'^ 

As an introduction to some of the issues connected with capital 
gains and losses in income taxation, several things may be pointed 
out:® ( 1 ) Capital gains have provided a minor source of total indi- 
vidual income in the economy. Nevertheless, they have pro- 
vided a substantial, but very unstable, portion of total income-tax 
revenues. (2) While capital gaios are received by a relatively 
small number of taxpayers, they are often an important source of 
iucome for particular taxpayers. (3) Capital gains tend to be 
concentrated in the higher-income groups and to be taxed at 
relatively low maximum rates, while capital losses are concen- 
trated in smaller incomes.® Haviug capital gams puts people 
higher on the income scale than they otherwise would be. (4) 
Our tax pohcy, particularly since 1933, of allowing deductions of 
capital losses only against capital gains (plus $1,000 to $2,000 in 
excess of such gain), has kept many of these losses out of Federal 
tax returns, so that statistical evidence on total capital losses is not 


® Equality in metliod of treatment for all gains and losses was granted for 
Federal taxation only for income years 1918 through 1921. Even during this 
period, the carry-over of unused losses. was limited to one year. 

® Neither Iowa, South Dakota, nor Maryland recognize capital gains and losses 
for income-tax purposes. The British have consistently held that capital gains 
and losses are not income. Nevertheless, they have reduced the number of types 
of transactions from which capital gains or losses can be said to arise. The re- 
sult has been to introduce a degree of arbitrariness in the definition of capital 
gains and losses which it is difficult to defend. For summary and criticism of the 
British practices, see R, M. Haig, ^'Taxation of Capital Gains,'" six articles in the 
Wall Street Journal (March and April, 1937). 

Comment on these accompanying features of the tax structure in so far as they 
pertain to other taxes, will be made in subsequent chapters. 

®Most of these have been emphasized by Professor Harold M. Groves in his 
recent book, Postwar Taxation and Economic Progress, Chapter 8, pages 206-223. 

® See Statistics of Income for 1942, Fart I, pages 25-36 for statistical evidence bn 
this and preceding statement 
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available.^® (5) Capital assets were first recognized as a separate 
class of asset by the Revenue Act of 1921’. An increasingly large 
number of capital assets have been excluded from special taxation 
by revenue acts. Such items are treated as other items of income 
for tax purposes. 

The TNEC study covering the years 1918 through 1937 esti- 
mated that realized gains and losses were only 1 to 2 per cent of 
total individual incomes over this period. Only in years of great 
prosperity and of great depression did such gains and losses ap- 
proach substantial percentages of total individual incomes.^^ 
Nevertheless, under our (Federal) tax laws, taxation of net capi- 
tal gains provided 15.2 per cent of total individual income-tax 
revenue from 1926 through 1940. In 1928, nearly half the in- 
come-tax revenue came from capital gains. In 1931, however, 
income-tax revenues would have been one-third greater had de- 
duction of net capital losses from net taxable income not been 
permitted. 

While capital gains provide a minor source of income for the 
economy, and are received by relatively few individuals, never- 
theless such gains are often an important source of income for 
particular individuals. On Federal income-tax returns for the 
income year 1936, capital gains were 26.2 per cent of the total 
net income of those who reported net capital gains.^® Since 
capital gains tend to be concentrated in higher-income brackets, 
and were taxed at relatively low “ceiling” rates (while capital 
losses exceeded capital gains in lower-income brackets), the “ef- 
fective” tax rates — ^ratio of total tax to total net income — of the 


“Although estimates, based primarily on Treasury Statistics of Income, have 
been made. See Temporary National Economic Committee, “Concentration and 
Composition of Individual Incomes, 1918-1937/'^ Monograph 4, pages 37-40. 
Washington, D, C.; United States Government Printing Office, 1941. 

^In 1928, net gains were estimated to be 5.6 per cent of total individual in- 
comes and in 1931, net losses were placed at 4.7 per cent. See TNEC mono- 
graph, ibid., pages 37-40. 

^ These figures were derived from data presented by the Treasury to the Ways 
and Means Committee of the House of Representatives on March 30, 1942. See 
H, R. 6358, Exhibit 3, of the Treasury Department. It has been pointed out 
that, because of limited deduction for capital losses permitted from 1934 to 1947, 
it is impossible to say what the ratio of gains and losses to total revenues would 
have otherwise been. 

^ See study of capital gains and losses on all Federal income-tax returns for 
1936 conducted by flie Treasury Department, Division of Tax Research, working 
with the WPA, 
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recent war period were actually much lower for large incomes 
t h^n the “nominal” ceiHng rates imposed by the tax-rate struc- 
tme. Thus, Groves has shown that the top effective rate on a 
million-doUar income in 1944 — of which over a third was typi- 
cally capital gains — ^was not really 90 per cent (as set by law) 
during the war period, but about 70.9 per cent.^^ 

The varying treatments which have been given capital gains 
and losses make it impossible to give a statistical summary of 
what reahzed gains and losses actually have been during the 
income-tax period. This is more true of losses than of gains, since 
not all losses could be deducted from income while all gains had 
to be reported. It is even impossible to say what taxes from such 
capital items might have been if losses and gains had been treated 
similarly during the income-tax period. Neither is it known to 
what degree reahzation (sale of the asset) itself has been affected 
by the tax rate. 

It is not possible to take firm hold on the problems arising in 
connection with capital gains and losses for tax purposes unless 
we have some idea of the ways in which capital assets have been 
defined for taxation during our income-tax period, and some 
knowledge of the principal ways in which we have treated capital 
assets for tax purposes under omr income-tax laws. Turning first 
to the definition of capital assets, we find that the concept of capi- 
tal assets for taxation (I) is quite different from the most widely 
accepted concepts of capital in either economics or accotmting, 
and that (2) the definition of capital assets for tax purposes has 
become increasingly restricted with the passage of time. 

Prevailing accounting practice is to consider as capital assets 
only “fixed assets” — ^tangible and intangible assets, more or less 
permanent in their nature, which aid production and sales. Tan- 
gible assets commonly included are: land, machinery, tools, furni- 
ture and fixtures, and equipment; intangible assets generally 
include: patents, copyrights, trade-marks, and goodwill. In eco- 
nomics, consumers’ durable goods as well as the various producers’ 
goods hsted above are generally called capital assets. 

Beginning with a broad, if somewhat hazy, concept of gains 
and losses including most of the assets listed above. Federal Reve- 
nue Acts have gradually delimited the legal meaning of capital 
assets until, in 1946, such assets included only the following: (1) 

^^See GroveSj ’Postwar Taxation and Economic Progress, page 183. 
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stocks and bonds^ (2) real estate not used in the trade or busi- 
ness/® (3) intangible business assets not subject to depreciation 
under tax laws, such as trade-marks and goodwill, (4) gains on 
the sale of property held for consumption purposes (such as a 
residence), (5) miscellaneous transactions carried on with the 
intent of speculating. Gains and losses from the sale of securities 
or real estate represent most gains and losses from capital trans- 
actions for tax purposes. 

The process of delimiting the sphere of capital gains and losses 
for tax purposes is summarized in Table 19. Here only the main 
developments will be summarized: 

1. Up until the Revenue Act of 1921, the Federal income tax did 
not specifically recognize capital assets as a distinct type of asset 
Gains and losses from all sources except transactions in consump- 
tion goods were included in the income base.^® 

2. The Revenue Act of 1921 first formally defined capital assets, 
and specifically excluded property held for the personal use of 
the taxpayer (such as a house or automobile), as well as property 
normally included in the inventory of the taxpayer at the end of 
the taxable year (such as stock-in-trade). 

3. The Revenue Act of 1934 gave a more formal statement of the 
exclusion of goods held as stock-in-trade, or primarily for sale 
to customers. It also specifically included gains on the sale of 
(durable) consumption goods (such as sale of a residence) in 
the tax base, although it declined to recognize realized losses on 
such property, 

4. The Revenue Act of 1938 excluded property subject to deprecia- 
tion from capital assets if used in the trade or business. This 
provision- excluded such items as business buildings, machinery, 
and patents from treatment as capital assets, although net gains 
from the sale of such items remained taxable, under full income- 
tax rates. 

5. The Revenue Act of 1942 excluded all real property used in 
the trade or business from capital assets (such as farm land), and 
subjected net gains from sales of such property to full income- 
tax rates. (Real estate held less than six months is included as 
a capital asset under the Revenue Act of 1943.) 

^ Profits and losses from the sale of real estate used in the taxpayer's business 
were excluded from capital ^ains and losses only if the real estate had been held 
less than 6 mondrs. ( 1946 law. ) 

""^The Revenue Acts of 1916 and 1918 did include the existence of gains and 
losses from transactions outside the taxpayers business. The 1918 Act permitted 
losses to be deducted from income of any kind. 
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Table 19 

The Definition of Capital Assets for Purposes of Federal Income Tax, 

1913-1946 

L There was no formal definition of capital assets until the Revenue Act of 
1921. For earlier years: 

A. Gains on sale of capital assets were treated like other income. 

B. Under the Revenue Act of 1913, effective through the income year 
1915, net losses could not be deducted against capital gains nor other 
income, and could not be carried forward. 

C. For the income years 1916 and 1917, all capital losses could be de- 
ducted against capital gains. Stock dividends were made taxable at 
their cash value. (Such taxation was held unconstitutional in 1920.) 

D. For the income years 1918 through 1921, capital losses could be de- 
ducted against income of any kind, with a one-year cany-over of any 
unused loss. 

IT. Under the Revenue Act of 1921, effective for the income years 1922 and 
1923: 

A . Capital assets were made to include property acquired and held by the 
taxpayer for profit or investment for more than two years, whether or 
not connected with the business, but not property held for the personal 
use of the taxpayer or property of a type which would properly be in- 
cluded in inventory at the end of the taxable year. 

B. Realized gains and losses on assets held less than two years were also 
made subject to taxation (see Table 20). 

Ill, Under the Revenue Act of 1934, effective for the income years 1934 through 
1937: 

A- The definition of capital assets does not differ materially from that 
given under the 1921 act, except r,- assets held for consump- 

tion purposes were made subject •• ■ i i, although losses on such 
property %vere not made deductible. 

R. For treatment of capital assets held for varying periods of time, see 
Table 20. 

lY. Under the Revenue Act of 1938, effective for the income years 1938-1939, 
the definition of capital assets for taxation was substantially narrowed: 

A. Property subject to (legal) depreciation and used in the trade or busi- 
ness was excluded from the definition of capital assets. 

B. The effect of this provision was to exclude from taxation as capital 
assets such items as business buildings, machinery and equipment, and 
patents. Capital assets for taxation were confined mainly to securi- 
ties, land, and transactions carried on with the purpose of speculation, 

Y. Under the Revenue Act of 1942, effective in 1943, the scope of capital 
assets for taxation was further narrowed: 

A. Real property used in the trade or business was excluded from capital 
assets, except that 

1. Gains and losses on real estate used" in the taxpayer’s business were 
excluded from capital assets only if such real estate had been held 
less than six months. 

2, Gains and losses on property not defined as capital assets are con- 
solidated with other income for purposes of taxation. 



THE PERSONAL INCOME TAX 281 

Apart from the legal definition of capital assets, the question of 
treating realized gains and losses from such assets for taxation has 
been- a source of almost continuous disagreement, and of many 
alterations, as the summary in Table 20 indicates. The simplic- 
ity and equity of a plan which taxes gains at full income-tax 
rates, and permits deduction of realized losses against other in- 
come, with a carry-over of unused loss deductions to future years 
(until fully deducted), seems obvious as a first choice. In order 
to avoid discrimination against income from capital gains, aver- 
aging of income for tax purposes would be necessary. 

Three methods of treating capital gains and losses for income- 
tax purposes have been ( 1 ) to classify gains according to length 
of time held, allowing deduction of losses only against gains of 
a similar class; (2) to tax capital gains, with full allowance of 
losses against gains and other income, although with a very 
limited carry-over period of unused losses ( as in the income years 
1918 through 1921); (3) to treat capital gains like other income 
with no, or limited, deduction for losses. Valuation of the gains 
and losses that were dependent on length of time the capital 
assets were held by the taxpayer first appeared in the Revenue 
Act of 1934 and the principle was retained under the 1946 law. 
Application of relatively low maximum rates for taxation of capital 
gains was in effect between 1922 and 1933 ( inclusive ) , and from 
1938 to the present time. Carry-forward periods for “unused” 
losses in any given year have varied from nothing to five years. 

Under the present law, capital assets are divided into two 
classes, those held six months or less (short-term) and those held 
over six months (long-term). Short-term gams are taxed at full 
income-tax rates. Long-term gains may either be reduced to 50 
per cent for income-tax purposes and included with other income, 
or may be taxed at a maximum effective rate of 25 per cent. 
Losses are given similar treatment except that— whether long- 
term or short-term — they may be deducted from capital^ gains in 
full, and other income up to a maximum of $1,000 and “unused” 
losses may be carried forward for a maximum period of five years. 
It is clear that present laws give relatively favorable treatment 
to taxpayers with relatively large incomes and with substantial 
capital gams (the 1946 law benefited taxpayers with taxable net 
income including net capital gains when such income exceeded 
$16,000). 
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Table 20 

Summary of Provisions for Reporting Capital Gains and Losses Under the 
Federal Income Tax, 1913-1946 

I. Income Years 1913-1915 

A. Capital gams were treated like other income. 

B. Capital losses were not deductible. 

II. Income Year 1916 

A. Capital gains were treated like other income. 

B. Capital losses were deductible against gams to the extent of such 

gams. 

1. The 1916 Act broadened the concept of deductible losses to in- 
clude losses incurred in transactions not connected with the trade 
or business, as well as losses connected with trade or business. 

2. Capital gains (or losses) from sale of property acquired before 
March 1, 1913, \\ere to be determined by the fair market price or 
value of the property on March 1, 1913 (whichever was greater). 

3. Until 1924, the law made no distinction between current ordinary 
losses and losses from sales of capital gains. 

4. Stock dividends were made taxable at cash value (until held un- 
constitutional in 1920). 

III. Income Years 1918-1921 

A. Capital gains were treated like other income. 

jB. Capital losses were allowed in full against income of any kind. 

1. Losses could be allowed even if not charged off within the year. 
If the loss exceeded the income for the year, the excess might be 
deducted in computing the tax for the next year. 

IV. Income Years 1922-1923 

A. For assets held two years or less: (such assets were not defined as 

capital assets). 

1. Gains: Included with other income subject to full rates. 

2. Losses: Allowed in full against other income, but not against capi- 
tal gams (on assets held over two years). 

B. For assets held over two years: 

1. Gains: At option of taxpayer, capital net gains were taxable at 
12|% in lieu of other income tax, except that the total tax (in- 
cluding tax onjaet capital gains) could not be less than 12i% of 
total net income. 

2. Losses : Allowed in full against income of any kind. 

C. A carry-over of net losses for two years was granted. 

V. Income Years 1924-1931 

A. For assets held twm years or less: 

1. Gains: Same as 1921 Act. 

2. Losses: Allowed in full against income of any kind. 

R. For assets held over two years: 

1. Gains: Same as 1921 Act. 

2. Losses: Could be segregated from ordinary net income, and a tax 
credit of 12J% of the capital net loss could be taken. 

C. Carry-over of losses granted. 
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Table 20 {continued) 

VI. Income Years 1932-1933 

A. For assets held two years or less: 

1. Gains: Same as 1924 Act. 

2. Losses: (a) Losses from sales or exchanges of stocks and bonds 
were limited to gains from such sales, {h) Other losses were al- 
lowed in full against income of any kind, (c) Carr\-over of short- 
term losses was. abolished. 

B, For assets held over two years: 

1. Provisions remained same as for 1924 Act. 

VII. Income Years 1934-1937 

A, The special 12 J% rate (option) was abolished, and a system of per- 
centage gains subject to taxation at the following rates was inaugu- 


rated: 

1. Where asset was held one year or less 100% 

2. Where asset was held over 1, not over 2 .... 80 

3. Where asset was held over 2, not over 5 .... 60 

4. Where asset was held over 5, not over 10 ... 40 

5. Where asset was held over 10 30 


jB. For losses (with Act of 1934); Deduction of losses, on basis of fore- 
going percentages, allowed against gains plus $2,000 in computing 
net income; no carry-over. 

VIII. Income Years 1938-1941 (Revenue Act of 1938) 

A. Three percentage classes for gains or losses w^ere now established in- 


stead of the previous five: 

1. For assets held 18 months or less 100% 

2. For assets held more than 18 months but 

not more than 24 months 66 1 

3. For assets held over 24 months 50 

B, For assets held 18 months or le.ss: 


1. Gains: To extent not offset by allowed losses, subject to full tax 
rates. 

2. Losses: Allowed only against gains on similar transactions, with a 
one-year carry-over, .$2,000 net loss allowance eliminated. 

C. For assets held more than 18 months: 

1. Gains: Net gains computed on basis of foregoing percentages may 
be included with other income, or segregated and taxed at 30%, 
whichever method resulted in smaller total tax. 

2. Losses: Net losses on basis of foregoing percentages may be de- 
ducted from other income or 30% of such losses may be credited 
against tax computed on net income before loss deduction, which- 
ever gave larger tax. Net loss deduction against other income 
(than capital gains) was limited to $2,000. 

3. The 30% tax was not computed on the total amount of such gain, 
but on the fraction of the taxable gain. The tax could not exceed 
(therefore) 20% of the actual gain in case of assets held 18 months 
to 2 years, and 15% in case of assets held over two years. Simi- 
larly, the maximum loss deduction was either 20% or 15%. 

4. The $2,000 net loss allowance against other income was retained. 

5. Carry-over; npn^. 
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Table 20 {continued) 

IX. Income Years 1942 to 1947 

A, Capital assets are now divided into two classes: Those held over 6 
months, those held less. 

B, For assets held six months or less, all gains are included in taxable 
income; for losses, they may be offset against gains with offset 
against other income up to $1,000 (unless net income without such 
losses is less than $1,000). 

C. For assets held over six months: there is taxation of 50% of gains at 
maximum rate of 50%; a ceiling rate of 25% of gains. Losses may 
be applied against gains, whether short- or long-term (but long-term 
losses must be computed on a 50% basis), plus “ordinary” income up 
to $1,000). 

D. Any net loss carry-over — whether of short- or long-term losses— be- 
comes a carry-over for the following five years against any future 
capital gams, and against other income up to $1,000 in each year (or 
against net income smaller than $1,000). 

E. Up until 1942, the gain realized by a stockholder on redemption by 
the corporation was arbitrarily a short-term gain; such gain is now 
classified as to time and treated as any other capital gain. 

F, Net capital gain for any one year is the excess of capital gains plus 
“ordinary” net income (adjusted gross income if Supplement Table T 
is used) up to $1,000, whichever is smaller, over capital losses. 

Methods for treatment of capital assets for tax purposes have 
naturally shifted over the years with shifts in the relative in- 
fluence of those influencing tax legislation. Thus^ the Federal 
government, interested in tax revenue, has often favored limita- 
tions on loss deductions.^'^ This attitude is especially evident in 
the stringent limitations on loss deductions prevalent since the 
Revenue Act of 1934 (see Table 2) . Again, taxpayers have often 
argued that, under a progressive income tax, assets held for long 
periods of time should be given relatively favorable treatment. 
For example, a realized gain may result from an accrual over a 
relatively long period of time, so that taxation with a progressive- 
tax structure of the entire gain in a particular year might well 
result in overtaxation, (Logically, the same reasoning holds for 
deduction of capital losses. ) This system of taxing capital gains 
(and deducting losses) on a declining percentage basis was em- 
bodied in the Revenue Act of 1934, and remains today in a more 
simplified form. 

Again, it has been argued that the possibility of capital gains 
is suflBciently important as an incentive to business enterprise so 

This attitude also conforms roughly to that of those who regard the purchase 
and sale of capital assets as essentially speculative transactions which ought to b© 
penalized. 
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that especially low Aiaximum rates should be applied to the taxa- 
tion of such gains. Such treatment was given from 1922 through 
1933, and from 1938 to the present. The writers' point of view 
with respect to tax treatment of gains and losses has been stated 
previously. Such treatment might weight gains and losses as 
taxable income according to the length of time the asset has been 
held. 

Proposals to give more favorable tax treatment to gains and 
losses which result from assets held for varying periods of time 
have been written into our income-tax laws since the Revenue 
Act of 1934. Under this act (see Table 20), the percentage of 
gain or loss included for taxation declined from 100 per cent 
where an asset had been held less than one year to 30 per cent 
where the asset had been held over 10 years. The use of a per- 
centage system can be defended where there is a progressive-tax 
structure, although systems of percentages written into law have 
been somewhat arbitrary. Less arbitrary is the proposal that, in 
the year when the capital gain or loss is realized: (1) the total 
gain or loss should be divided by the number of years during 
which the asset has been held by the seller, (2) one year s portion 
of the gam or loss so determined should be included with the 
seller's other net income in the year of sale, (3) the prevailing 
marginal tax rate applicable to the taxpayer on his entire taxable 
net income in the year of sale (so determined) should be applied 
to the balance of the gain or loss.^^ 

The proposals for treatment of capital gains and losses which 
the writers have advocated would be an improvement upon pres- 
ent practices, but by themselves would not be suJBBcient. For 
one thing, the present system of permitting capital gains to be 
canceled at the time of a taxpayers death (or through gifts) 
needs revision. Transfers by gift and at death should be treated 
as “realizations” at the time of transfer, on the basis of current 
market values.^^ Only in this way is it possible that all corporate 
income, much of which, when undistributed, is the basis for ap- 
preciation in the value of corporate securities, will be taxed as 
personal income. Such a change would partly answer the claim 
that taxation of capital gains at full personal income-tax rates 

^This proposal was outlined by Harold M* Groves in Ffoceedings of ihe No- 
tional Tax Association^ 1939. 

^Tbe present basis for taxing such assets received is the value existing at the 
time of transfer, and not cost to the donor or deceased. 
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would sharplv reduce the exchanges of investment capital. The 
possibilit)- of v/iping out capital gains at time of death is un- 
questionably one important factor that discourages the exchange 
of capital assets under our existing tax provisions. Willingness 
to make exchanges also depends in part on the tax-rate schedule 
which exists. It may be that a broadly based income tax would 
make desirable and possible a lower tax-rate structure, particu- 
larlv for incomes of intermediate size (say between $10,000 ai\d 
$100,000) than we now have.-® Finally, no proposal for revision 
of our system of treating capital gains and losses for income tax- 
ation can neglect the desirability of mitigating fluctuations in in- 
come over a period of years (by some system of averaging). 

It might be costly to collect some taxes on capital gains if such 
gains were ta.xed at the same rates as other income. High rates, 
applicable to some capital gains, might make the reporting of 
such gains unreliable. If experience demonstrated that high 
rates encouraged widespread evasion in the taxation of capital 
gains, it might be more equitable to tax these gains at lower rates 
than, to tax heavily an honest minority who reported all their 
gains, while other taxpayers escaped. 

Tax-Exempt Securities 

One of the major items of income excluded from income taxa- 
tion by one level of government (such as state and local govern- 
ments ) is tlie interest on secmrities issued by other levels of gov- 
ernment (such as the Federal government). Quantitatively, the 
percentage of pubHcly held Federal securities outstanding which 
were partially or wholly exempt from Federal income taxation on 
June SO, 1945, was relatively small, being only 11.7 per cent 
(24.1 billion dollars out of 205.9 bilhon).^^ JBut such securities 
are wholly exempt from state and local income or property taxa- 
tion. In addition, there were outstanding on the same date about 
16.5 bilhon dollars of state and local securities entirely exempt 
from income taxation by either Federal or state governments. 

The issues connected with tax exemption are complex, but it 
will be argued in this section that tax exemption should be abol- 
ished because it ( 1 ) tends to nullify the progressive rates of oxu: 

“ See discussion in final section of this chapter. 

“■As of March, 1941, the Federal govemjnent ceased to issue additional 
seciBities not subject to Federal income tax. 
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income tax, and to undermine tlie ability-to-pay principle of taxa- 
tion, (2) tends to interfere with the normal flow of investments, 
and (3) results in a net loss of revenue to government units as a 
whole. 

Tax-exempt securities have become part of our investment pat- 
tern in the United States for two main reasons. First, by reason 
of constitutional interpretation, the taxation of the instrumentali- 
ties of one sovereign unit of government by another has been 
forbidden since 1819.^^ Second, government units have issued 
tax-exempt securities for the purpose of securing lower interest 
rates and a broader market for their securities. 

Turning to the simplest of the main issues connected with tax 
exemption, it might appear that the loss in revenue from not 
taxing the interest from government securities would be exactly 
offset by the lower interest rates ( cost of borrowing) paid by gov- 
ernment xmits. However, for government units in tire aggregate, 
lower interest rates probably do not offset the loss in revenues. 
The interest rate may need to be high enough to attract marginal 
buyers, to "whom the tax-exemption privilege may mean little. 
The incomes of some of these buyers may be so small that the 
tax rate is small. Hence, the saving from tax exemption is 
negligible. This will tend to keep up the interest rate when a se- 

^ The constitutional decision which has governed tills policy was made by the 
Supreme Court in McCulloch vs. Mar}dand in 1819. (4 Wheaton, 431-36, 1819) 

Taxation of the incomes of state and local government employees was initiated by 
the Federal government in 1939 and has since been continued, At the same time, 
the states began to tax incomes of Federal employees. The constitutionalit)'" of 
such ( nondiscnminatory ) taxation has been upheld. A definite constitutional 
basis for such taxation by the Federal government was clearly established by the 
16th Amendment, which authorized the taxation of income fiom all sources. 
There are many who feel that similar reciprocal taxation, of a nondiscriminatory 
type, would also he constitutionally upheld if applied to income from government 
securities. It has already been pointed out that the Federal government no longer 
issues sectirities exempt from Federal taxation. It should also be pointed out that 
government securities are not exempt from all taxes under all circumstances. 
Thus (1) one state can tax its residents on the income or property value of 
securities which it may issue and on securities issued by other states or by local 
governments; (2) tax-exempt securities may be included in tlie gross estate for 
purposes of computing death taxes — the tax is considered to be on the privilege 
of transfer; (3) tlie income from tax-exempt securities may be included under 
state corporation-income taxes set up as franchise taxes measured by net income. 
As of 1942, all personal-income tax states taxed the income from obligations of 
other states and the political subdivisions of these states. As to obligations of 
the home state, 9 states taxed the obligations, 24 did not. 12 states taxed the 
interest on obligations of their own political subdivisions. Treatment of interest 
on Federal-state-local obligations under state corporation-income taxes showed 
considerable diversity. 
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curity issue is of sufficient size to require a considerable number 
of small income buyers, such as United States savings bonds. As 
a corollary, whether the amount of securities issued is large or 
small, the progressive character of our income-tax structure (to- 
gether with the fact that purchases of government securities are 
typically in many income groups) permits recipients of large in- 
comes to avoid taxation by some net amotmt. Thus, the Treas- 
ury has shown that an individual who purchased $100,000 of 4 
per cent tax-exempt bonds in 1942 had an equivalent return to 
that of a taxable security of 33-j per cent.^® 

A net loss in revenue is more easily demonstrable for the Fed- 
eral than for state and local governments, due to the more steeply 
progressive rate structure of the Federal income tax. In 1942 
the Treasury estimated its aimual fiscal loss from tax-exempt state 
and local securities at $275,000,000. The Federal government 
has little gain from its own borrowing with which to offset this 
loss, since no Federal securities have been issued exempt from 
Federal taxes since March, 1941. As of June 30, 1945, Federal 
securities publicly held which were partially or wholly exempt 
from Federal taxes were only about 24.1 biUion dollars, as com- 
pared with 12.9 billions of state and local securities privately 
held. This was a relatively small figm-e compared with the more 
than 181 bilLion dollars of Federal publicly held marketable debt 
outstanding on this date. 

Local governments probably enjoy a net gain from tax exemp- 
tion. Not only are their own securities typically exempt from 
their own local taxes, and often from taxes of their own state 
government, but their securities are exempt from the relatively 
high rates of the Federal income tax. The result is probably a 
broader market for their securities and a decrease in interest rates 
which they have to pay. From a tax standpoint, reciprocal taxa- 
tion of securities by Federal, state, and local governments would 
be of little advantage to local governments, whose percentage of 

See Hearings on Revenue Revision of 1942, statements of the Treasury 
Department before the Ways and Means Committee of the House of Representa- 
tives, Vol. 3, April 16, 1942, pages 3079 and 3087. To express the advantage 
differently suppose that Individual X with a taxable net income of $100,000 in 
1942, derived $4,000 income from ftivestments of $100,000 in taxable securities. 
At 1942 rates, this $4,000 was subject to a top-bracket tax of $3,320 ( 83%). 
Assume that X shifted his $100,000 into tax-exempt securities, with an interest rate 
of 3 per cent. His loss in interest income would Jiave been $1,000, against a 
former tax of $3,320, with a net saving of $2,320. 



THE PERSONAL INCOME TAX 289 

total state and local debt in 1945 was over 85 per cent. These 
units of government would have little tax compensation for the 
higher interest rates which they would have to pay since they do 
not utilize the income tax, except in a few cases, and do not rely 
heavily on taxation of intangible property. 

The net gain or loss to state governments from tax exemption 
depends upon comparative Federal and state income-tax rates 
and upon the ratio of publicly held Federal securities to state 
securities. The 33 state governments which use the income tax 
have relatively mpdest rate structures as compared with the 
Federal government. Except in four instances (California, 
Minnesota, Wisconsin, and North Dakota) tax rates in 1941 did 
not go above 10 per cent, as compared with. 81 per cent for the 
Federal government in the same year. Even the top rate did not 
exceed 15 per cent of net income. Under such comparative rate 
structures, state governments using the income tax would gain 
much less m revenues from taxation of interest from Federal se- 
curities than the Federal government would gain from taxation of 
the same amount of interest from state securities. However, 
the extremely high ratio of publicly held Federal securities to 
state securities more than ofiEsets this comparative disadvantage. 
On June 30, 1945, total state debt outstanding (less sinking-fund 
assets held by the states) was only about 1.8 billion dollars. , At 
the same time, publicly held Federal debt totaled about 237.6 
biUions. Given such a differential m outstanding debt, the states 
lose a considerable amount by the. continuance of reciprocal ex- 
emption. As long as their “effective” tax rate is at least .76 per 
cent ( % 32 ) as high as that of the Federal government, the states 
m the aggregate stand to gain from discontinuing reciprocal ex- 
emption. 

In terms of generally accepted concepts of equity, nothing can 
be said for the continuance of tax exemption. It has already 
been pointed out that individuals with large incomes are able to 
reduce their tax liabilities by investing in tax-exempt securities. 
This tends to nullify the progressive tax rates of our income-tax 
system, and is clearly contrary to application of the ability-to-pay 
principle of taxation.^^ On another count, tax exemption inter- 

^ At the same time, it is only fair to point out that, from tlie most recent data 
available, individuals do not ovm the bulk of government securities which are 
partially or entirely tax exempt. As of June 30, 1945, more than half was held 
by commercial banks, insurance companies, and other corporations. Most of these 
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feres with the flow of new investment vital to the maintenance 
of an enterprise system. Individuals who would otherwise as- 
sume risk-bearing investments are now able to obtain a relatively 
safe and profitable haven from risk-assumption through holding 
tax-exempt securities. Witli respect to the various social disad- 
vantages of tax exemption which stand out, “exemption does 
things which would seem preposterous if done straight-for- 
ward!}',” as Professor Simons has pointed out.^® 

Various solutions for the tax-exemption problem have been 
offered. A Constitutional Amendment providing for reciprocal, 
nondiscriminatory taxation by the Federal government and by 
state and local governments has been suggested by some writers. 
This solution can probably be dismissed as very improbable of 
acceptance. It is unlikely that, with the benefits of tax exemption 
which accrue particularly to local governments, such an amend- 
ment would be adopted without an extended period of education 
on the disadvantages of tax exemption. Another proposal is that 
various units of government cease issuing securities exempt from 
taxes and, that, with respect to securities already outstanding, 
holders of such securities should be paid annually the difference 
between the yield of tax-exempt securities and taxable securities 
of similar degree of risk until such time as existing tax-exempt 
securities are retired. 

This ‘laonus” idea has no serious objection in principle (al- 
though the difficulties of ascertaining the yield-differences as 
basis for such bonuses would be great) if it were actually a sure 
step toward abolition of tax-exempt securities. It is true that, 
the Federal government has already ceased issuing securities 
which are exempt from its own taxes, and that less fiian 12 per 
cent of outstanding, publicly held Federal securities carried 
partial or complete income-tax exemption from Federal taxes as of 
June 30, 1945. It is unlikely, however, that local units of govern- 
ment, in particular, will abandon the practice of selling securities 
which are exempt from local taxes or that all states will begin to 
tax the securities of their own subdivisions. 

, securities would become subject to some forms of Federal, state, and local taxa- 
tion, but at rates far below the top rates applicable under Federal and state in- 
come taxes for individuals. Source: Annuul Repott^ U. S. Secretary of the 
Treasury, 1945. ^ 

® See Henry C. Simons, Fersonal Income Taxation, pages 178-179. Chicago: 
University of Chicago Press, 1938. . ° 
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It is unrealistic to expect that the issue of new securities exempt 
from their own taxes will be abandoned by all local and by state 
governments in any future period which can now be foreseen. 
About the most that can reasonably be expected in the reduction 
of tax exemption is that the reciprocal and nondiscriminatory 
taxation of Federal securities by state and local governments and 
of state and local securities by the Federal government will be 
initiated and upheld as constitutional. Along with this, it is to 
be hoped that the present Federal practice of selling no addi- 
tional securities exempt from Federal taxes will be followed 
gradually by the adoption of similar practices by state and local 
governments with respect to their own securities. Quantitively, 
the percentage of pubHc debt outstanding which is Federal debt 
— about 94 per cent in June, 1945 — is so large that the relative 
magnitude of the tax-exemption problem is much less than a few 
years ago. The small and declining percentage of Federal debt 
which is exempt (in part or in whole) from Federal taxes makes 
this especially true. 

Other Important Problems in Income-Tax Policy 

If adjustments in our personal income taxes were made whick 
would improve the treatment of capital gains and losses for tax 
purposes, mitigate the discriminatory eflEects of fluctuations in 
income, and eliminate tax exemption, in so far as is possible, some 
of the major defects in our present income taxes would be greatly 
reduced. There remain a nmnber of other problems wliich de- 
serve brief attention. 

Integration of personal and corporate taxation. Not tmtil our 
personal and corporate taxes are so set up that a much larger pro- 
portion of our taxes are paid through personal income taxes than 
now occurs will it be possible to make a really close approach to 
the ability-to-pay principle of taxation through personal taxation. 
Solution of this problem might require a very high undistributed- 
profits tax on corporations. It also may be possible that less re- 
liance on business taxes as such is the most practicable approach 
to ability-to-pay taxation. In any event, such changes would 
require a closer integration of corporate and of personal income 
taxation than is now achieved. 

Coordination of Federal and state income taxes. Despite the 
relatively small portion of our income-tax revenue that comes 
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from state income taxes, it is probable that greater coordination 
of Federal and state income taxes will be necessary in the future 
in the interest of simplicity and the maximum success for the use 
of the personal income tax as the major tax in the tax system. 
Achieving greater coordination of these taxes will be part of the 
subject matter of the final section of the book, but two related 
facts may be pointed out here. On the one hand, the Federal 
government permits deduction of state income taxes for purposes 
of determining net income and (in 1942), 25 out of 33 income-tax 
states (including the District of Columbia) also permitted deduc- 
tion of Federal taxes for state income-tax purposes.^® Reciprocal 
deduction assures that no combination of Federal and state in- 
come taxes will actually confiscate income for tax purposes. On 
the other hand, the need for greater coordination can be seen 
from the actions of state and Federal governments during the 
recent war period. While the Federal government was endeavor- 
ing to check inflation through fiscal policy, including high income- 
tax rates, several states used the period of large tax revenues to 
reduce their income taxes.^^ 

Taxation on non-money ("imputed”) income. An attempt 
should be made to tax substantial elements of real income that 
now escape the tax base. Taxation of such income would expand 
the tax base and make possible a reduction in marginal tax rates 
required to collect a given amount of revenue. Favorable effects 
upon incentives might be the result. 

It is recognized that not all imputed income could equitably be 
made subject to taxation and that an arbitrary line must be drawn 
somewhere. Thus, it would clearly be unfair to tax one house- 
wife who did all her own work more than another housewife who 
hired part of her -work done — ^unless it was desired to penalize 
industry. When probable administrative problems are added to 
tax equity in this field of human endeavor, we have a good illus- 
tration of an area to which it is not desirable to extend the in- 
come tax. Nevertheless, there are at least two types of imputed 
income which probably should be in our income-tax base. 
One is the value of products grown and consumed on farms, 
estimated to be about 2.14 bilHon dollars or 8.7 per cent of gross 

* Massachusetts is not included, because it permits the deduction of certain 
items reportetj for Federal income tax, and not of others. 

^For example. New York reduced its personal income-tax rates effective on 
1942 income while Iowa reduced rates effective on 1943 income. 
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income from agriculture (including government payments) in 
1945.^® The other is the net rental value of owner-occupied 
homes, estimated to total about 1.9 bilhon dollars in 1940.-^ 

The reporting of products consumed on the farm would depend 
largely on the honesty of the taxpayer, but the accumulation of 
information on such income by the Bureau of Agricultural Eco- 
nomics and other government agencies suggests that a reasonable 
estimate of the value of such produce could be assigned for 
farms of a given type and with various numbers in families. The 
taxpayer could always be given an opportunity to make a suffi- 
ciently complete declaration of products grown and consumed at 
home to prove that the arbitrary figure was too high. 

Inclusion of the rental value of owner-occupied homes has a 
precedent in British income-tax practice. If it proved adminis- 
tratively difficult and expensive to check such values as were in- 
cluded, an arbitrary value could be assigned by tax administra- 
tors, as in the case of farm-grown and consumed produce, subject 
to the desire of the taxpayer to take sufficient time to demonstrate 
that his assigned rental value was too high. At tire very least, 
it would appear that deduction of property taxes from gross in- 
come for income-tax purposes should not be permitted. 

Exemptions and deductions. The reasons for the use of per- 
sonal exemptions in our income-tax ■systems are partly economic, 
partly administrative, partly pohtical. From an economic view- 
point, there is merit in sufficient exemption from taxation to main- 
tain working health and efficiency of the taxpayer. This also 
means that the amount exempted must be allowed to vary with 
the number of dependents, the majority of whom will themselves 
become the income-earners of tomorrow. Furthermore, the ex- 
emption of some minimum income helps to imderwrite the 
markets for consumer goods and thus ihe successful operation of 

“See the Farm Income Situation, Biireau of Agricultural Economics, U. S. 
Department of Agriculture, June, 1946, page 27. A substantiaHy lower tax rate 
probably should be applied to such income because of the impacts which taxaticm 
may have upon the size of die total product. People may be willing to work in 
their own gardens if they do not have to pay too much for the pnvilege. Valu- 
ing home-produced food at market values and tajsmg it at the same rales as are 
appUed to other income might substantiaUy increase the cash ouUay for garden- 
ing and reduce the amount of gardening. „ „ , c j 

“ See Donald B. Marsh, “The Taxation of Imputed Income, Political Science 
Quarterly, Vol. 58 (December. 1948), pages 514-536. The above net fl^e 
allows for deductions for repairs, depreciation, insurance, interest, and real-estate 
taxes. 
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our private enterprise system. (Refer to page 253 of Chapter 
XIII and page 290 of Chapter XIV. ) 

From an administrative standpoint, the merit of trying to apply 
income taxes to individuals with very small incomes can be 
questioned. The cost which would be incurred might exceed the 
tax yield which would be obtained. From an economic stand- 
point, such a result would clearly be a waste of resources. Politi- 
cal pressure to retain the personal income tax, not as a “mass” tax, 
but as a “class” tax, as before 1940 will continue. It cannot be 
ignored bv those who wish to see thfe personal income tax retained 
as the major source of government tax revenue. 

Much has already been said about personal deductions from 
income in computing statutory net income. On the one hand, 
deductions which are permitted represented about 8.7 per cent of 
total income reported by individuals for Federal taxation for 1942. 
In the tax simplification which was developed during the war 
years, the bulk of the taxpayers — with incomes up to $5,000 
— are now permitted to assume a personal deduction of 10 per 
cent in calculation of tax liability, imless they wish to hst specific 
deductions which exceed 10 per cent. Living expenses are 
not deductible in obtaining statutory net income, except for a 
limited deduction for unusually high medical-dental expenses. 
A tenant cannot deduct rent which he pays. Greater equity 
would be achieved between home-owners and renters if home- 
owners were not allowed to deduct property taxes paid on such 
homes. Some increase in equity could be achieved, however, if 
tenants were permitted to deduct rents. 

The reciprocal allowance of deduction for state income taxes 
by the Federal government and of Federal income taxes by state 
governments which use the income tax is important in the co- 
ordination of Federal and state taxes. Deductions for interest 
paid are probably more liberal than are required. Accepting the 
general concept that living expenses are not to be deducted from 
taxable income, there seems no reason why an interest deduction 
should be allowed on consumption loans. 

The tax-rate structure. The problem of the ‘hest” tax-rate 
structure is one which comes up for continuous discussion. 
What we axe concerned with is the tax-rate structure which is 
acttially efEective, and not the “apparent” tax structure which we 
now have because of our especially low ceiling on the taxation of 
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capital gains. We can say that a tax structure, effective in reach- 
ing taxable income at the various rates used, should not be so 
sharply progressive that, for a person with a given income, it 
would not appear desirable to enter into economic activities 
which might increase that income still further. 

It can be argued that 1946 tax rates, though a little below peak 
wartime rates, may have been so great as to discourage incentive 
and risk-assumption by those receiving moderately large and 
very large incomes. Thus, at 1946 rates, a person with a taxable 
net income of $50,000 (not from capital gains) was already pay- 
ing 68.4 per cent of his net income above $44,000 in the form of 
income tax. The 31.6 per cent remaining after taxes may have 
been so small as to discourage such individuals from undertaking 
additional ventures which might have increased his income before 
tax to a still higher figure. The over-all tax rate was permitted 
to rise as high as 85.5 per cent.®® 

It is generally recognized that virtually any tax (unless it comes 
out of economic rent) reduces the size of the total product. Our 
society has been willing to sacrifice some product in order to 
achieve a more equal distribution of that which was produced. 
However, there are limits to the amount of product which society 
wffl be willing to give up in order to achieve this desired end. 
The 1946 tax rates may have reduced the product more than is 
socially desirable for peacetime purposes. The writers do not 
have sufficient information to draft a (peacetime) tax structure 
which would bring about the desired combination of equity and 
incentive. 

In terms of simplicity, it is also reasonably clear that the Fed- 
eral government should adopt one tax-rate structure for its per- 
sonal income taxes, instead of continuing the division between 
normal and surtax rates. The original reason for the distinction 
— to exempt from a 1 per cent normal tax corporate dividends 
previously subject to a 1 per cent corporation tax — ^has long since 
ceased to have any meaning. There is now a separate structure 
of corporate-tax rates which (in 1946) rose to 38 per cent,®^ and 
all corporate cash dividends are now taxable to the individual. 

"This was reinforced. by the fact that, although the maxtoum tax rate on 
capital gains alone was 23 per cent, the possibilities for deduction of capital losses 
were very limited. 

^This is not to say that we should not achieve greater integration between 
present personal and corporate taxation. 
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Tbe only remaining reason for the distinction between normal 
tax and surtax is the continued existence of a relatively small 
amount of Federal securities which have been issued exempt from 
normal, but not from surtax (about 23.2 billion dollars worth on 
June 30, 1945, as compared with 205.9 bilhons of publicly held 
Federal securities). The problems connected with adjusting 
compensation on these securities should not be insuperable. 

Retention of a substantial standard or beginning rate on taxable 
income (which amounted to about 19 per cent in 1946) is desira- 
ble if we are to use the personal income tax as a means of rela- 
tively effective integration with Federal corporation taxes in the 
future. The 1946 beginning rate may be too low to permit 
effective integration of personal and corporate income taxes. 

Taxation of stock dividends. Dividends on owned stock which 
are received in shares of stock of a similar type rather than in 
cash or other property have been exempt from income taxation 
since a Supreme Court decision of 1920 holding such dividends 
nontaxable. This decision®^ and later ones held essentially that 
stock dividends which do not alter the proportionate ownership 
in a corporation are not taxable. Partial basis of the reasoning 
was that any stockholder, under such circumstances, had no 
greater proportionate equity in the corporation than before, and 
hence no greater value. Yet resort to the market, where most 
values are determined for purposes of taxation, does not always 
bear out the idea that the stockholder does not have a greater 
realization in economic valuer than before. Especially where the 
payment of a stock dividend is actually and obviously a means of 
retaining and reinvesting earnings in the corporate business, the 
market often gives a value to each share of the enlarged stock 
issue which makes the total market value of the issue greater than 
before. When this happens, a particular stockholder finds that 
his shares of the particular stock have increased in aggregate 
value which can be realized. It seems equitable that any such 
increases in total value should certainly be made subject to in- 
come taxation. 

It is now believed that if a case involving the attempted taxa- 

Eisner V. McComber, 252 U. S. 189, 1920. Such ^vidends were taxable at 
market value from 1916 to 1920 and may provide a taxable capital gain if and 
when the stock is sold. 
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tion of stock dividends came before the Supreme Court, and if the 
economic implications were similar to those in the illustration 
just given, a much more favorable attitude toward the taxation' of 
stock dividends might be taken by the Supreme Court than in the 
twenties. If stock dividends were declared taxable by the 
Supreme Court, one of the strongest arguments for taxing undis- 
tributed profits would disappear. 

Summary 

The personal income tax has been recognized as the chief tax 
instrument which should be used for (1) planned flexibility in 
tax revenues, and (2) equity in taxation. By processes of sim- 
plification, the tax has been adapted to mass use in recent years. 
At the same time, our existing income taxes fall short of the degree 
of perfection as tax instruments which they might attain. For 
the future, our income taxes — and particularly the Federal income 
tax — should have some of these characteristics: 

1. A broad tax base, with relatively low personal exemptions, should 
be retained. The current collection system should be retained 
and further developed. 

2. A broader concept of income for taxation should be developed in 
some of the following ways: 

a. Realized capital gains and losses should be taxed at full tax 
rates, with no limitations on the period for carry-over of un- 
used losses, and with similar treatment being accorded losses 
and gains in any one year, 

h. Reciprocal and nondiscriminatory taxation of income from 
government securities by Federal and by state governments 
should begin. Further, new issues of government securities 
should not be exempt from taxes by the issuing government. 

c. The taxation of important elements of "‘imputed’" (real) in- 
come such as the value of products grown and consumed on 
farms, and the rental value of owner-occupied homes should 
be attempted. 

d. Gains from bequests and from the receipt of inheritances or 
gifts should be recognized as elements of taxable income. 
(This would make separate tax-rate schedules for inheritances 
and gifts unnecessary.) 

e. Taxes should be applied to the increased value of corporation 
stocks due to the payment of stock dividends. 
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S. Tbere should be reduction in the differential advantages which 
now exist for the use of income-tax returns, particularly to those 
living in community-property states. This could mean the use 
of compulsory joint returns, as in Great Britain, or of taxation 
based on per capita tax liability. 

4. Tax-rate schedules should be used which: 

a. impinge less severely on upper-income groups than at present, 

b. make it unnecessary for the taxpayer to use more than one tax- 
rate schedule in the preparation of a tax return, 

c. retain a "substantiar beginning or standard rate of tax. 

5. There should be reduction of present discrimination against ir- 
regular and fluctuating income by some appropriate type of 
"averaging” over a period of years. 

6. Steps should be taken toward the integration of personal and 
corporate taxation, which will lessen emphasis on business taxes 
as such (See Chapter XV). 

7. There should be more complete integration of Federal and state 
income taxes (See Chapters XXIII and XXIV). 
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CHAPTER XV 


THE ROLE OF BUSINESS TAXATION ^ 


Definition of a Business Tax 

W E SHALL include within the meaning of the term “busi- 
ness taxes” those taxes which are imposed on types or 
classes of profit-seeking enterprises.^ This will embrace not only 
taxes on business net income and excess profits, but such taxes as 
those on premiums of life insurance companies, capital-stock 
taxes, severance taxes (imposed by some states when natural re- 
sources, such as iron and oil, are being used up), special taxes on 
public utilities, and taxes on the privilege of doing business 
(franchise or license taxes). Such a classification cuts across 
other general classifications of taxes (such as sales and gross- 
receipts taxes on insurance and public utility companies), but 
some overlapping in tax classification is difficult to avoid. 

For several reasons business activity is a favored target for 
taxation by legislative bodies. Many business taxes, such as 
state taxes on insurance companies, may be imposed on relatively 
few firms and cost little to administer. It is undoubtedly antici- 
pated by the “tax makers” that some or all of such taxes will be 
shifted to purchasers of the good or service. But it is also antici- 
pated that such taxes wlU provide a relatively constant yield in 
tax revenue, besides minimizing taxpayer resistance because the 
taxes are hidden. The reduction in purchasing power by this 
method is not as obvious to the taxpayer as it is when he pays a 
direct personal income tax. 

It is widely believed that business as such derives benefits from 
government for which some payment should be made. Also the 
courts have been very favorable toward business taxes. This is 

A brief siimniaiy of Federal taxation of business net income in 1946 is given 
in Appendix E. 

^It is recognized that, from the broadest point of view, nearly all taxes corJd 
be called “business taxes,” since the receipt of most, wealth and income is followed, 
eventually, by the expenditure of funds for goods and services. 

800 
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important because most taxes which are imposed must ultimately 
be upheld by the courts before they become part of our tax struc- 
ture. The taxation of business by states has grown to include 
so many types of taxes, imposed on so many diflFerent bases, that 
state business taxation cannot be rationalized on any basis except 
that of obtaining some additional tax revenue. 

Business Taxes in Federal, State, and Local Government 

Federal business taxation has been relatively simple. Confined 
to a few types of business taxation, principally the taxation of 
general-corporation net incomes and to wartime excess profits in 
both World Wars I and II, Federal business taxes have provided 
about 20-35 per cent of total Federal tax revenues since about 
1920. Beginning with a 1 per cent excise tax ( as measured by 
net income) on corporations in 1909, Federal business taxation 
has centered around corporation income ever since. By 1920, 
the Federal corporation-income tax, exclusive of a temporary 
excess-profits tax, provided about 12 per cent of total Federal 
tax revenue,^ In the years since, it has provided from 10.3 to 
38.5 per cent of total Federal tax revenue. Even in the peak of 
Federal tax collections (calendar year 1945), the corporate-net- 
income tax did not fall below 10.3 per cent of total tax revenues 
(4.7 billion dollars) despite the rapid rise of personal income 
taxes to 19.9 billions and of excess-profits tax revenue to 9.8 
billion doUars. With the repeal of excess-profits taxes (and of 
capital-stock taxes ) in the Revenue Act of 1945, the main issue in 
Federal business taxation (1946) was the future of the corpora- 
tion-income tax. We will examine some of the issues in corpora- 
tion-income taxation in a later section of the chapter. 

When we turn to the areas of business taxation occupied by 
Federal, state, and local governments, we soon encounter a 
iunde of state business taxation, which is partially reflected in 
Table 21. 

The existing situation in state business taxation has aptly been 
called a “chaos’' by Hansen and Perloff in their recent book. 
State and Local Finance in the National Economy, They sum- 
marize the ‘‘"chaos” as follows: 

® THis is necessarily an approximation based on Statistics of Income for Income 
Tax Year, 1919, The statistics for fiscal years ending June 30 did not separate 
individual and corporate-income taxes from 1918 through 1924. 
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... a conglomeration of heterogeneous taxes imposed for different 
purposes, on different bases, under many forms of rate schedules, 
and with many types of administrative machinery. They are char- 
acterized in general, by arbitrariness, complexity and lack of co- 
ordination. . . 

The height of arbitrariness is probably reached in the occupa- 
tion taxes, imposed in one form or another by all 48 states in 1946. 
These taxes, which have been made the subject of special study 
in recent years,® do not rest on any identifiable principle ( except 
to produce some revenue) and employ at least 11 measures (used 
singly or in combination) to define the tax base. Used primarily 
in the southern states, where they sometimes cover 200 or more 
separate occupations, these taxes have never provided more than 
13.4 million dollars, or less than .25 of 1 per cent, of total state tax 
revenues (1946). Only slightly less arbitrary are the various 
forms of capital-stock taxes now used in the various states. To 
determine the correct valuation of capital stock has proven al- 
most impossible for tax administrators. 

The determination of the value of the corporate franchise as 
the basis of widely used franchise taxes also has little consisteiicy. 
However, of the 33 states which imposed corporate-net-income 
taxes, 7 used corporate net income (allocated to the state) as a 
measme of the value of the franchise (1946). Severance taxes 
were levied by 23 states (1946). Such taxes were generally im- 
posed on natural resources extracted in the state. Such resources 
are often irreplaceable, as are petroleum, coal, and iron, and the 
products in which such resources are used are frequently sold out- 
side the state. 

The net effects of “the chaotic state tax structures” which have 
resulted from the “wild scramble for tax sources,” as Hansen and 
Perloff have said,® are (1) to “increase the difficulty and uncer- 
tainty of business planning,” and (2) to increase the costs of tax- 

*See Hansen and Perloff, pages 44-45. A more complete statement of their 
conclusions on state business taxes was given in Chapter XI of this book, page 198. 
Reprinted by permission of W. W. Norton & Co., Inc., New York. Copyright 1944 
by the publishers* 

® Roscoe Arant, “Business Taxation in the Southern States,” The Tax Magazine, 
VoL 16, Chicago: Commerce Clearing House, Inc., 1938. 

®See Hansen and Perloff, State and Local Finance in the National Economy, 
pages 46-47. 
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payer compliance with state laws. At the same time, the 
multiplicity of state business taxes have yielded relativeh- little 
tax revenue. In 1946, outside of 436 million dollars in corporate- 
net-income taxes, all the other business taxes ( as we have defined 
them) yielded only 615 million dollars, or about 10.3 per cent of 
total state tax revenues. 

A great deal of simplification in state business taxes is to be 
desired. But such simplification probably depends on greater 
centralization of tax collection in the Federal government and on 
expanded Federal grants to tlie states. Without this, it is un- 
likely that the states will be willing to give up the lucrative 
soutces of tax revenues which they have managed to devise/ 


Table 218 

State Business Taxes, 1942 


Type of Tax 

Tax Revenue 
(in millions of 
dollars) 

Number of Slates 
Using Tax 

1. General Corporation Net Income Tax®. . 

$274.0 

32 

2. Taxes on Specific Businesses 

a. Insurance Companies 

113.0 

48 

Public Utilities 

99.4 

33 

c. Corporation Franchise and Privilege. 

87.8 

47 

d. Privilege of Selling Alcoholic Bever- 
ages 

55.6 

46 

e. Motor Vehicle, Commercial Trans- 
portation 

49.5 

47 

/. Occupations 

10.1 

44 

g. Chain Stores 

3.9 

21 

L Miscellaneous 

71.2 

48 

L Sub-total of Taxes on Specific Busi- 
nesses 

3. Severance Taxes 

$490.5 

62.4 

23 

4. Total Business Taxes 

826.9 


5. Total State Taxes 

$4,974.8 


6. Ratio of Business Taxes to all State Taxes 

16.6% 



The S274.0 million in general corporation net income taxes does not include 
the combined yield from corporate- and individual-income taxes in three states 
(Missouri, New Mexico, and North Dakota) where division of total tax into the 
two portions was not made. 

^ Some of the problems of intergovernmental fiscal relationships diat are involved 
will be examined in the final chapters of this book, XXIII and XXIV. 

® These data are derived from State Tax Collections in 1942^ Bureau of the 
Census, Washington, D. C., July, 1943, pages 3-7. 
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As for business taxes levied by municipal governments, the 
existing situation is much less complicated than at the state level. 
Municipal governments do impose many business-license taxes, 
but these are generally related to costs of inspection designed to 
protect consumers from “fraud,” “shoddiness,” and “impurities” 
in the sale of products offered for sale. Quantitatively, local 
business taxes provide less than 5 per cent of local tax revenues. 

Some of the statements which have been made indicate why 
much attention has been paid in recent years to the whole ques- 
tion as to whether “business” as such, apart from the owners of 
business, should be subject to separate taxes. The main issues 
involved in this discussion will be analyzed. 

Analysis of Reasons Advanced for Continuance of Business Taxes 

Several reasons for retaining taxes on business, apart from taxes 
on their owners, in the tax system have been advanced. Among 
them are these: (1) Because of special benefits received, es- 
pecially the privilege to conduct business in the corporate 
form; (2) because business may have a special ability to pay; 
(3) because taxes can be used to prevent the growth of giant 
corporations, operating on a scale that is considered too large 
from a social standpoint; (4) because business taxes can be used 
to restrict the operation of business in ways that are considered 
economically or socially undesirable; (5) because business taxes 
can be used to cover the administrative costs of keeping business 
operations within laws governing the production and distribution 
of goods and services; (6) because abandoning taxation of busi- 
nesses would result in windfalls to the owners of business equities; 
(7) because business taxes provide tax revenues without which 
it is not possible to provide the desired range of governmental 
activities. As we shall see, none of these reasons estabhshes a 
firm basis for any substantial amount of business taxes. 

Taxation of business for benefits received. One of the most 
commonly cited reasons for the use of business taxes is that busi- 
ness should pay for special benefits received from government. 
It is argued that business should pay its share of the costs incurred 
by government in maintaining the orderly operation of market 
processes (such as the costs of protecting private wealth and 
property through the operation of police protection and of the 
courts, in providing market itjformation, and so forth) . It is also 



THE ROLE OF BUSINESS TAXATION 


305 


argued that business corporations should pay for some of the 
special privileges of doing business in the corporate form. 

Special-benefit arguments do not justify collecting a very large 
amount of business taxes. If all of the costs of special govern- 
ment services could be allocated, the total would be a small per- 
centage of present busmess tax collections. In 1944, a report for 
the National Planning Association® proposed a 5 per cent net-in- 
come tax for corporations to cover the costs of special benefits 
received by business. Granting to economic xmits the privilege 
of doing business in the corporate form probably permits an ex- 
pansion in the total national product and hardly can be con- 
sidered as imposing net costs upon society. But (gross) costs 
are involved in extending the corporate privilege. Various fees 
for corporate organization are collected by the states, partly for 
this reason. 

Business may be provided some special benefits by pubhc high- 
ways and certain other services. The costs of providing such 
benefits, however, can be covered by specific benefit taxes.^® 

Taxation of business ability to pay. Ownership of business 
does not establish a special ability to pay for taxation. Ability 
to pay, as we have seen, refers to the relative abilities of natural 
persons, not to some artificial entity such as a corporation which 
is owned by individuals. The application of ability to pay can be 
furthered, however, if our personal income taxes can be made to 
reach effectively full personal shares in corporate incomes. 
Means of effective integration of personal- and corporate-income 
taxes are available. 

It is true that property income — deriving in large part from 
dividends and interest — does constitute an increasing proportion 
of total incomes as the size of income rises, but individuals receiv- 
ing such income are aheady taxed at more severe rates under our 
personal income taxes. Individuals with small incomes, owning 
a few shares of stock, may have negative abiUty to pay for tax 
purposes. 

Taxation of business to penalize business. Some people believe 
that the development of giant corporations is socially undesirable 
because: (1) of the resulting concentration of economic and 

” See Beardsley Ruml and H. Christian Sonne, Fiscal-Monetary Policy, National 
Planning Association Pamphlet No. 35, Washington, D. C., 1944. 

“Refer to Chapter XVIII. 
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political power, and (2) these giants do not always produce as 
efficiently as smaller firms. Taxation of business has been sug- 
gested as a means of discouraging undue bigness. 

Our experience in the United States does not indicate that the 
development of substantial corporate-income taxes since 1909 has 
prevented the growth of such corporate giants as General Motors, 
United States Steel, and American Telephone and Telegraph 
Corporations, each with assets of over 1.8 bilhon dollars at the 
end of 1945.11 

Since, over a period of years, corporation income taxes have 
not had an identifiable influence in preventing the growth of 
large business units, other factors which might make large-scale 
business units preferable may have more than counterbalanced 
the restrictive effects on business growth which corporate-net- 
income taxes could have imposed. For example, it is generally 
agreed that there are certain economies in large-scale production 
and distribution of some goods and services. Taxation itself is 
too limited and crude a means with which to combat the many 
factors which may result in the growth of large-scale business 
units. 

Taxation of business to obtain a more desirable production 
pattern. The argument that business taxes can be used to re- 
strict the operation of business in ways considered economically 
and socially xmdesirable covers a ntunber of situations, most of 
which can not be rationalized with one or more of the economic 
goals of fiscal pohcy which we have accepted throughout this 
book. For example, 20 states in 1946 pehalized efficiency in 
merchandising methods by imposing special taxes on chain-stores. 
All 48 states levied privilege taxes on dealers in alcoholic 
beverages. In both cases, the allocation of resources which re- 
sulted was different from that which would have occurred with- 
out such taxes. 

Severance taxes were imposed by 23 states in 1946. ( Most of 

these taxes were collected by Texas, Louisiana, Oklahoma, and 
Minnesota. ) These taxes, imposed as so much per 100 gallons of 
petroleum drawn from the ground or as so much per ton of iron 
ore mined, are imquestionably shifted forward to purchasers, in 

^ Theoretically, as we pointed out in Chapter IX, a combination of subsidies 
and taxes might be used which would encourage expanded production by a 
monopolistic firm. It was concluded that the limitations in applying such a 
subsidy-tax plan would be very great. 
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whole or in part. They eventually fall on users of finished 
products, many of which are outside the states which levy such 
taxes. They reduce the amount of resources used in the particu- 
lar industries which are taxed, and in most cases tend to increase 
mequahty in the distribution of consumer incomes, since the 
resources most frequently taxed (petroleum, wood, iron, and 
coal) enter into many final consumer products. 

On the other hand, most of such taxes are imposed on limited 
(often irreplaceable) natural resources within particular states. 
Such states may be justified in conserving their limited natural 
resources, not only from the standpoint of those living within the 
state, but also from the standpoint of general public welfare.^” 
Although there are other (nonfiscal) ways of inducing conserva- 
tion of natural resources, severance taxes may be more consistent 
with long-run economic progress than many other business taxes. 

Taxation of business to cover costs of supervision. Business- 
hcense fees imposed to cover the costs to governments of inspec- 
tion and administration of business units in order to insure 
business honesty, compliance with pure food and drug laws, and 
so forth, are very common, especially with municipal imits of 
government. They will be briefly discussed in Chapter XVIII. 

Taxation of business to prevent windfalls. The argument that 
eliminating taxes on business would result in windfalls to owners 
of business equities assumes that the incidence of business taxes 
falls at least partially upon business owners. Granting this as- ^ 
sumption, the argument would not be valid if we had adequate 
taxation of capital gains. Even though stock prices would tend 
to rise when business taxes were eliminated, the windfalls which 
might result could be recaptured. 

Taxation of business to obtain tax revenue. This brings us to 
the final goal of business taxation which we have mentioned — the 
possibility of seciurmg some tax revenue with which to support 
the desired amount of governmental activities. This goal has 

^Whether or not conservation of resources occurs will depend partly on the 
amount and effects of the tax. A relatively high tax on petroleum, for example, 
may encourage the rapid and incomplete exploitation of only the richest sources 
of petroleum. Yet it may be socially desired to exploit the limited natural re- 
source at a relatively rapid rate, ff present gains are considered as more than out- 
weighing future social losses from such rapid exploitation. Economics of 
conservation can not do much more than indicate tlie consequences of such 
policy on present and future costs, prices^ and volume of product. See; Pigou, 
Economics of Welfare, 4th edition, pages 29-30, 
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not been emphasized in our discussion of Federal tax policy, 
where taxation has been emphasized as a technique for prevent- 
ing such developments as inflation and for securing the desired 
income distribution. Given the present organization of oru fiscal 
system, however, the goal of adequate revenue at the state and 
local levels must be recognized as unavoidable. 

From an economic standpoint. Federal and state local-tax 
systems should be dovetailed in the following major ways: (1) 
Taxation should be used at the Federal level primarily to accom- 
plish the major objectives which can be accomplished by fiscal 
devices and which have been set forth in our preceding discus- 
sion. Its use for raising Federal revenues may become a means 
of implementing these objectives, but revenue as an end itself 
should be subordinated. (2) State (and probably local) reve- 
nues should depend to a much greater extent than at present upon 
Federal grants which, in turn, might, or might not, derive from 
tax revenue. 

Such adjustments may involve a considerable period of time, 
and to make them will require much recasting of our present 
attitudes toward the role which the Federal government should 
play in the fiscal system. Meanwhile, considerations on how to 
raise revenue may have to be given more weight than previous 
analysis indicates. During this period, we will probably continue 
to place emphasis on some of our business taxes. Given our pres- 
ent system of state and local (particularly state) business taxation, 
it is clear that substantial simplification in our state business tax 
systems is economically desirable. • 

Among existing business taxes, the Federal corporation-income 
tax is probably the least undesirable, both because it does fall on 
most forms of corporate business activity at the same rate (for any 
given net income) and because the incidence of the corporation- 
income tax is more predictable than business taxes which vary 
directly with volume of sales.^® The relatively general applica- 

The statement about the uniformity of a general corporation tax does not, of 
course, apply to the 32 state corporation income taxes, whose rates varied in 1942, 
though through a relatively small range of 1 per cent to 8 per cent. Moreover, 
there are 16 states which relied in 1946 on other sources of business tax re^'■enue 
than a corporation income tax. Nevertheless, there is evidence that variation in 
state taxes falling on business has not been sufficiently great to be a primary 
factor in determining the location of business enterprise. See George A. Steiner, 
The Tax System and Industrial Develo'jfiment, Bureau of Business Research, Uni- 
versity of Illinois, Vol XXXV, No. 581,' 1938, pages 45-46. 
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tion of the Federal tax at rates (1946) varying from 21 per cent 
to 38 per cent (depending on the amount of net income) greatly 
reduces the impact of the tax on the allocation of resources. The 
fact that the incidence of a net income tax will fall somewhat on 
corporate stockholders means that the eflEects of the tax on the 
distribution of income may be estimated to some extent in ad- 
vance. 

Despite the recent conclusion of Butters and Lintner that high 
corporate taxes do impede corporate expansion, they recommend 
that Federal corporation-income taxation should be retained — al- 
though at lower rates.^^ 

Although there is a high probability of their continuance, the 
case which can be made for substantial business taxes is not very 
strong, even if we concentrate our attention primarily on only 
corporation-income taxation. Arguments against the taxation of 
business as such become more convincing when we examine some 
of the reasons which have been advanced for “untaxing” business 
in recent years. 

Analysis of Reasons for "Untaxing” Business 

It has been urged in recent years that taxes on business are un- 
desirable in peacetime because such taxes: (1) Reduce incentives 
and opportunity for new business investment, (2) increase in- 
equality in the distribution of income, (3) reduce consumer ex- 
penditures, and (4) increase seriously the costs of taxpayer com- 
pliance. These reasons, while not all equally subject to empirical 
verification, do establish a case for reduction in emphasis on busi- 
ness taxation. The case for “untaxing” business is strengthened 
by the negative conclusions reached in the preceding section, 
where most of the alleged reasons for the taxation of business 
were examined and were found to lack much content. 

In this connection it should be noted that there are some forms of business 
enterprise organized in the corporate form whicli, under certain conditions, are 
exempt from Federal and most state corporation income taxes, such as farmers' 
marketing and purchasing cooperatives. (Section 101 of the Internal Revenue 
Code ) . 

Keith Butters and John Lintner, Effect of Federal Taxes on Growing En- 
terprises, A Case Study. Graduate School of Business Administration, Harvard 
University, 1945. 

^ Some of these arguments have been presented clearly in two studies by Pro- 
fessor Harold M. Groves for the Committee on Economic Development, Produc- 
tion, Jobs and Taxes, Chapter III, 1944, and Postwar Taxation and Economic 
Progress, Chapter 11, 1946. Both were published by McGraw-Hill Book Co., 
Inc., New York 
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Business taxes discourage additional business investment. The 
incentives argument has been directed for the most part toward 
the corporation-income tax. Assuming that in corporations of 
considerable size, corporate managements make most decisions as 
to whether corporations shall invest resources in new or risky 
processes, existing tax laws probably work against such innova- 
tions. Such corporate managers probably are dependent for 
economic advancement on the profits which they are able to 
show stockholders; further, they enjqy considerable satisfaction 
in increasing the size of the business which they operate. To 
the extent that these statements are true, the amount of corporate 
profits after income taxes is an important factor motivating 
corporate management. Since existing tax laws also penalize 
incentive by limiting the carry-back and carry-over of operating 
losses and of capital losses, the case for revision in our present tax 
laws affecting corporate income is further strengthened.^® 

Professor Lemer has contended that income taxation should 
not affect business operations as long as losses and profits are 
given the same treatment in determining taxable income and the 
marginal rate of taxation is the same for all levels of income.^’^ 
Under our present laws, government does not compensate the 
business for losses at the same rate as it taxes profits. For 
losses to be treated equally with profits in the determination 
of taxable income, more hberal carry-forward and carry-back 
provisions would be required than we now have in our Federal 
tax laws. Furthermore, taxation of corporate income at progres- 
sive rates violates' the criterion that the marginal rate of taxation 
should be unchanged if income taxation is to have no effect on 
business operations. 

It is possible that our present corporate-income taxes do not 
seriously check corporate investment and expansion for our large 
corporations, since such corporations still have relatively free 

Some of the main provisions of onr tax laws with respect to the deduction and 
carry-over of business losses are summarized in the final section of this chapter. 
Professor Groves has summarized the attitude of many corporate managements 
toward corporate earnings and their disposition as follows: “The company's 
success, with which management identifies personal success, is measured first by 
corporate net earnings, next by dividends, and least by dividends net of personal 
tax.” By permission from Production, Jobs and Taxes, page 25 by Harold M. 
Groves. Copyrighted, 1944, by McGraw-Hill Book Co., Inc. 

^^Abba P. Lemer, The Economics of ControL pages 288-239, New York: Tiie 
Macmillan Company, 1944. 
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access to the capital market for the sale of new securities. But 
the same cannot be said of new (or very young) and growing 
corporations, which are especially dependent on the reinvestment 
of earnings for growth. Existing corporation-income taxes, in- 
cluding “tipping of the scales” against corporate taxpayers on 
account of operating losses or capital losses which they may suffer, 
are a drawback to the development and expansion of new 
products and processes, in so far as the corporate form is adopted 
as desired form of business organization.^® Yet, government 
cannbt share in the business losses of firms that never become 
profitable without increasing the danger that this would adversely 
influence resource allocation. To the extent that the present 
maze of state business taxes does operate to increase the uncer- 
tainties and diflflculties of business planning, these taxes also 
undermine incentives to undertake additional commitment of 
business resources for expansion in production. 

This general line of reasoning is borne out by the recent case 
study by Butters and Lintner.^® They concluded that while tax 
considerations do not often dominate decisions to organize new 
and independent corporate enterprises, tax considerations do 
become important when expansion is contemplated. They found 
that this is true particularly of high corporate taxes ( as contrasted 
with high personal taxes), especially when applied to young and 
growing enterprises. 

An outstanding attempt to check investment of resources in a 
particular line of economic activity is found in the special chain- 
store taxes imposed by nearly half our states. Under these laws, 
which act both to penalize customers and to check the use of 
efficient methods of merchandizing, average taxes per store vary 
directly with the number of stores. In levying the tax, usually 
only stores within the state are counted, but Louisiana graduates 
its rates according to the number of stores of a particular com- 
pany in the entire country. One effect of the tax has been to 
cause many chains to close small imits and to develop large or 
“super-market” units. 

Despite the scarcity of quantitative proof for the incentive 

“ Some o£ the special problems o£ business-income taxation which arise in 
connection with new and small business are examined in tire final section of this 
chapter. 

J. Keith Butters and John Lintner, Effect of Federal Taxes on Growing Enter^- 
prises. 
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arguments against business taxation, we are probably justified in 
saying that the restrictive eiSects of business taxes on the employ- 
ment of resources in new enterprises must be recognized as a 
positive deficiency of our business taxation. 

Other reasons for "untaxing” business. The other arguments 
for “untaxing” business may be summarized briefly. All business 
taxes which increase marginal unit costs of production and which 
vary with the volume of business tend to be shifted forward or 
backward. Such taxes tend to increase inequahty in the distribu- 
tion of personal (real) incomes. 

Some shifting may also occm through the operation of corpo- 
rate-net-income taxes, especially in the long run, as we pointed 
out in Chapter XII. To the extent that shifting does occur, the 
net volume of consumer expenditures will be cut. But the main- 
tenance of such expenditures is hkely to be a desired end in a 
peacetime economy, except when inflationary pressures, accom- 
panied by relatively full employment, are present. Finally, the 
amount of resources used to administer efficiently and to comply 
with our many business taxes ( especially our state business taxes ) 
may be relatively large.^® All the reasons for “untaxing” business, 
when considered along with the weaknesses of the various reasons 
for taxing business, make a powerful case for a reduction in the 
relative importance of business taxes in oru economy. 

Major Problems in Reducing Business Taxation 

If reliance on business taxes is to be reduced, two major prob- 
lems (in addition to the one of preventing holders of business 
equities from reaping large windfalls ) will arise. These are the 
problems of (1) taxing undistributed corporate profits, and (2) 
simplifying state business-tax structure. The second problem is 
postponed for discussion until the' final chapters of the book, al- 
though its importance in the arguments to “untax” business is 
not to be minimized. 

The problem of undistributed corporate profits. Undistributed 
corporate profits are a problem because they permit certain 
people to avoid some taxation of personal incomes. The result is 
discriminatory treatment of personal incomes for tax purposes. 
Undistributed profits have become a tax problem largely because 
we have set up both corporate- and personal-income' tajces with 

^ See reference to the costs of tax administration in Chapter XI, pages 201-205. 
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rate structures which differ greatly. Thus, in 1946, the top rate 
of our Federal corporation-income tax was 38 per cent, while the 
top rate of our tax on individual incomes was 91 per cent. Sub- 
stantial variation in the top income-tax rates on coi-porations and 
individuals has existed since the first Federal income tax enacted 
iu 1913, when the corporate tax rate was 1 per cent and the top 
individual rate was 7 per cent. The effect has been to give large 
stockholders with large incomes the, opportunity to avoid part of 
personal income-tax habihty by having corporations in which they 
are inffuential follow conservative dividend policies. 

Thus, in 1946, an individual with a taxable net income of $205,- 
000 was subject to a tax of 91 per cent on the $5,000 of income in 
excess of $200,000. Such a tax would have been $4,550. But if 
this individual was entitled to receive $5,000 in dividends from a 
corporation in which he owned enough stock to affect corporate 
poHcy, the tax of $4,550 on his 1946 income was entirely avoida- 
ble by having the corporation decide not to pay dividends in 
1946. Of course, he might be taxed later. For example, if the 
corporation decided to retain net income for expansion and im- 
provement, the same individual might be faced with subsequent 
taxes on realized capital gains (if and when he disposed of his 
stock). On the other hand, there is no certainty that such re- 
tained corporate income will ever become subject to personal- 
income taxation.^^ 

The principal arguments for discouraging large accumulations 
of xmdistributed profits have been that: (1) keeping undis- 
tributed profits at a low figure would make the personal income 
tax much more effective, and equity in taxation would be in- 
creased, and (2) retained corporate earnings are less likely to be 
actively used (spent) than if such earnings become available to 
stockholders for disposition. They are therefore more likely to 
produce a deflationary force on the flow of national income.^^ 
These are also the principal reasons for the use of an undis- 
tributed-profits tax which will “force” corporate earnings into the 
hands of stockholders. 

^For example, the investment might turn out unfavorably and result in a 
capital loss. Moreover, if such stock were bequeathed to heirs, then (under 1946 
laws) any existing capital gains to the person making the bequest were canceled 
at the time of death. 

^As was indicated in Chapter III, offsetting fiscal steps could be taken to 
neutralize the deflationary impact of increased cash holdings by businesses. 



314 PUBLIC REVENUES AND PUBLIC BORROWING 

To indicate the over-all size of undistributed corporate profits, 
we ha^"e chosen the income years 1938-1941 — the period just 
before the full impact of the war. Data reported in Statistics of 
Income for these years indicate that, for all corporations report- 
ing net income in these years, 69.3 per cent of net income after 
taxes was paid to stockholders in the form of cash dividends and 
assets other than the stock of the corporations, whereas retained 
net earnings were 30.7 per cent. Although retained net earnings 
were less than one third of net income in the four income years 
1938-1941, such retained earnings were about 10.1 billion dollars. 

Such data present only the barest outline of the undistributed- 
profits picture. For one thing, they include corporations paying 
no dividends out of net earnings as weU as corporations paying 
100 per cent or more of net earnings. They do not mentiop vari- 
ous motives for retention of net earnings, of which the possibility 
of personal tax avoidance is only one. Some corporations retain 
net earnings to build liquid reserves in anticipation of future 
operatiiig periods when a net loss will be incurred. Others ( such 
as small and growing corporations ) find retained net earnings the 
major source of funds for expansion and development. Included 
within the 30.7 per cent retained net earnings, however, are also 
earnings of corporations who did use dividend policies as a means 
of limiting the personal income-tax liabilities of stockholders. 

The national government has relied primarily upon three 
methods to minimize the retention of profits for purposes of tax 
avoidance. One, the application of “penalty” tax rates in the 
case of personal holding companies has been relatively successful 
in closing this particular tax loophole. Another, enacted in 1921, 
applies penalty rates to corporations which “improperly” accumu- 
late surpluses. This method has not been very successful, since 
the motives for reinvesting corporate earnings are mixed, and it 
is difficult to prove that a functioning business corporation has 
not had a defensible motive in retaining net earnings, even if 
such earnings have not been invested in additional producing 
facilities. The third method tried was that of an' undistributed- 
profits tax, at a peak rate of 27 per cent, in addition to other 
corporate taxes. 

An mdistributed-profits tax was proposed by the late President 
Roosevelt in 1936. His proposal, however, was to substitute this 
tax at a high rate for all other Federal taxes on corporate income. 



THE ROLE OF BUSINESS TAXATION 315 

Instead of enacting the President’s proposal, Congress passed a 
law taxing undistributed profits at moderate rates (7 to 27 per 
cent) and maintained other Federal corporate taxes. The tax as 
enacted was collected during the income years 1936-1937. The 
rate schedule was greatly reduced in 1938 and the tax was re- 
pealed, effective in 1940. 

While there is some evidence that the tax did increase dividend 
payments on 1936 and 1937 incomes,^® it was bitterly assailed by 
business executives as an interference with their “legitimate” 
prerogatives in the disposition of net income, as well as on other 
grounds. An undistributed-profits tax, at very high rates, and in 
lieu of other taxes on profits, is nevertheless one instrument which 
might be used as a means of integrating corporate and personal 
taxation. As such an instrument, its use will be examined in the 
following section. Up to 1946, however, the undistributed- 
profits tax had not been used effectively as a means of integrating 
corporate- and personal-income taxes, and we still have not 
adapted our tax structure to accomplish this purpose. 

Main Proposals for Integration of Corporate and Personal Taxes 

Proceeding on the assumption that it is desirable to “untax” 
business income if personal-tax avoidance can be minimized or 
eliminated, some of the major proposals for necessary tax revision 
which have been made are: (1) Treat corporations like partner- 
ships. Allocate corporate earnings ( or losses ) among stockhold- 
ers on a pro rata basis, according to ownership of corporation 
stock, and consolidate such earnings (or losses) with other per- 
sonal income for personal income taxation. ( 2 ) Remove corpora- 
tion-income taxes, but tax stockholders rigorously on the basis of 
realized capital gains, even if such gains are not realized until 
death (of the stockholder). (3) Use some adaptation of the 
British income-tax system, under which a corporation acts pri- 
marily as a withholding agent for tax due on the individual in- 
comes of its stockholders. (4) Use an undistributed-profits tax at 
very high rates in lieu of other corporation-income taxes. (5) 

^According to Statistics of Income for the years 1936 through 1940, the per- 
centage of corporate net income available for stockholders which was paid out in 
dividends (other than' company stock) in 1936 and: 1937 was 87,3 per cent. In 
the following three years, just before the United States began operation under a 
wartime economy, the percentage of dividends to corporate net income was 74,1 
per cent. 
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Free the corporation from income taxes on income which it dis- 
tributes in dividends, but impose a heavy tax on retained earnings 
which are “iminvested.” 

Prorata personal taxation of corporate income. The proposal 
for the prorata taxation of corporate income in the hands of indi- 
vidual stockholders is one of the oldest proposals for “untaxing” 
business. It is also one of the most logical, if a major end is to 
impose taxes on the basis of individuals’ ability to pay, but it 
has limitations which will probably prevent its generalized ap- 
plication to the taxation of business income. The administrative 
costs of including all prorata gains (or losses) in the tax returns 
of several million stockholders would be very great. Assuming 
that the Supreme Court would be willing to modify its long- 
standing position that taxable income must be realized income, 
many stockholders might find themselves with allocated prorata 
corporate earnings at a time when a cash-dividend policy was not 
being followed and when total income received from all sources 
might be insufficient to meet both living expenses and tax lia- 
bihties. Conversely, the prorata method of taxation would still 
leave corporate managements relatively free to determine divi- 
dend policy and could leave undistributed and rminvested income 
at a socially undesirable high level. 

Finally, we have come to accept the idea of the corporate busi- 
ness entity as not just a collection of individuals in a partnership. 
It is rmhkely that we wiU abandon this idea of a corporate entity 
for purposes of taxation. There may still be a limited sphere in 
which prorata taxation could be successfully used without running 
coxmter to accepted objectives of economic policy and to social 
patterns of behavior. This sphere might be the small, closely 
held corporations, which operate largely as a family affair, and 
where there is an (almost) complete identity in the composition 
of the corporate management and the group of stockholders. 

Taxation of capital gains in lieu of taxes on business. The late 
Professor Simons^^ was a proponent of the idea that business 
should be “untaxed” by considering the realized capital gains 
from holding corporate stock as personal income. Under the 
proposal, realized capital gains from holding corporate stock 

This proposal was made in an unpublished manuscript submitted to Professor 
Harold M. Groves and cited in Froduction^ Jobs and Taxes, pages 25-26 and page 
40 .- 
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would be taxed at the same rates as other personal income. 
Upon death of the stockholder, capital gains would not be can- 
celed, as they are under present laws. 

To implement Simons’ proposals, existing Federal tax laws 
would have to be revised. Capital gains at time of death on 
assets in the hands of heirs are now canceled. Such gains would 
have to be called a realization for tax purposes. Beyond this, 
we question that the government as tax-collector should leave the 
timing of tax payments to individual discretion as much as this 
proposal would permit. During a period of years while a corpo- 
rate security was. owned, the whole tax-rate schedule applicable 
to income might rise and fall (or vice versa). An individual 
holding such a security might be able to dispose of his holding at 
a tax advantage. 

Nevertheless, as in the case of proposed prorata taxation of 
corporate earnings in the hands of individuals, there are some 
situations where Professor Simons’ proposal could reasonably 
apply. It might provide the best ty^e of tax policy in the case of 
new businesses which definitely need aid in obtaining new capital. 
The appHcation of Simons’ proposals to this class of business en- 
terprises would relieve such businesses of profits taxes at a time 
when growth requires that such businesses plough back earnings 
into the enterprises. At the same time it would attract additional 
investors to whom the prospect of freedom from immediate taxa- 
tion on corporate income would appeal. 

Even in this selective area, however, it would be necessary to 
define certain characteristics of a business enterprise which would 
make it eligible for such special tax treatment. For example, it 
would be necessary id decide for how many years a business 
should be classed as a 'new” business, and how much invested 
capital it should be permitted to accumulate before its need for 
special aid in accumulating capital was no longer deemed impor- 
tant enough to warrant the proposed treatment for taxation. Any 
such demarcation would necessarily be arbitrary, but the pro- 
posed treatment for taxation might apply to businesses not over 
five years old nor having assets in excess of $100,000. 

Using corporations as withholding agents for personal taxes. A 
proposal for the integration of personal and corporate taxes which 
has recently enjoyed considerable favor in this country is to adapt 
the present British system of income taxation to the United 
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States. Under this system, the corporation pays at some estab- 
hshed flat tax rate on its entire net income, and acts as a with- 
holding agent for taxes on individual incomes, also making an 
advance payment of taxes for stockholders while earnings are 
retained for reinvestment. This frees individuals from further 
taxes at the established corporate rate on corporate income. De- 
pending on the size of their total personal incomes, some indi- 
viduals would be entitled to tax credits under this system, while 
others would stiU have additional personal taxes to pay under a 
progressive tax-rate structure. 

This is how such a system would work. Let us assume that 
Corporation X has a net income of $500,000 and that the lowest 
personal-income tax rate is 20 per cent. On this $500,000, the 
corporation would pay withheld taxes of $100,000; of the remain- 
ing $400,000, the corporation distributes $300,000 in dividends. 
On his share of this $300,000 the individual owes no additional 
taxes, unless the surtax rates applicable to him exceed 20 per cent. 
In determining the base for his personal income tax, the individ- 
ual would include not only dividends received, but withheld tax 
on such dividends. However, he could subtract as a tax credit 
the amount of tax which has been withheld. 

Let us assume that A has a net income for the year from all 
sources of $3,000, including $100 dividends received ( $20 of which 
has been withheld as tax). His net taxable income will depend 
on the level of personal exemptions which we will assume will 
total $2,000. On his net income after personal exemptions, he 
would be subject to the beginning tax rate on $1,000. If this 
were 20 per cent, his gross tax would be $200. From this, he 
would be permitted to deduct $20 for tax already withheld and 
paid, leaving his remaining tax liability as $180. If and when 
his share of the $100,000 reinvested by the corporation becomes 
available in dividends, he will be subject to the same procedure 
with respect to calculation of tax liability in an ensuing period. 
If his taxable income exceeded (or fell below) the net income to 
which the initial (withholding) tax rate had been applied by 
the corporation, he would be subject to additional personal-tax 
liability (or ehgible for a tax refund) with a progressive personal 
tax-rate structure. 

Adoption of such a tax system for the bulk of our corporate 
enterprises would get rid of the corporation-income tax as such. 
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Application of the proposal as applied to corporations would not 
represent a revival of an undistributed-profits tax — whatever the 
merits of such a tax might be. Taxes paid by corporations on 
/ undistributed profits would simply be an advance payment of in- 
dividual taxes. In order to facilitate individuals’ later settlement 
of tax liabilities on dividends paid out of earlier net earnings, it 
would be desirable to require each corporation to compute and 
report annually the tax on undistributed profits for each share of 
stock outstanding. 

In order to obtain substantial integration of corporate and in- 
dividual taxes, it probably would be desirable that the tax rate 
applied to corporate income should be considerably above the 
lowest standard rate of tax on individual net income which we 
have employed in the United States. The use of the lowest 
standard rate of tax — 19 per cent in 1946 — ^would give many 
stockholders with taxable net incomes subject to higher rates a 
continuing motive to use corporations as “savings banks” in order 
to avoid full personal tax liabilities. To avoid a large number of 
refunds, it would not be desirable to apply the highest effective 
marginal tax rates for individuals to corporate income under ftus 
plan (about 86.5 per cent in 1946), since relatively few indi- 
viduals and stockholders are affected by the maximum rate. The 
use of an intermediate tax rate for corporations which would be 
in the neighborhood of our 1946 top corporate tax rate of 38 per 
cent might be the highest tax rate which it would be desirable to 
apply to corporations under the proposed plan. 

Even so high a tax rate imposed on corporations would not 
entirely remove the tax advantage of corporate reinvestment for 
high-income stockholders. A corporate tax rate of 35-40 per 
cent under the proposed plan would, however, ehminate the 
taxation of corporations as such and would be an important step 
in the direction of the maximum integration of personal and cor- 
porate taxes which might prove adaptable to our business en- 
vironment. Before anyone is tempted to regard the proposal 
xmder discussion as utopian, he should reflect that a model for 
operation of such an integrated business-personal tax system has 
been successfully functioning in another major country (United 
Kingdom). The use of such a plan would not preclude the use 
of other devices previously described for “untaxing” closely 
held, small, and growing corporate enterprises. 
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Imposing an undistributed-profits tax in lieu of other corpora- 
tion taxes. A fomth proposal for “untaxing” business that has 
been made is the imposition of a high undistributed-profits tax 
on corporations in lieu of other corporate taxes. In 1936, when 
President Rooset'elt proposed such a tax, the Treasury estimated 
that coiporate dividends withheld were sufficient to deprive it of 
over 600 million dollars in individual income-tax revenue. The 
fate of the 1936 proposal has already been described, but an un- 
distributed-profits tax, in lieu of other corporation taxes, still re- 
mains a possible tax tool. 

In support of their opposition to undistributed-profits taxation, 
managements contend that decisions as to reinvestment of cor- 
porate earnings should be their prerogative and not that of the 
government. They contend that there are many circumstances 
where it is necessary for business to accumulate considerable 
liquid reserves, even if such reserves are not immediately rein- 
vested. Often, they contend, a group of stockholders which is 
widely dispersed and which is interested in stock ownership 
cliiefly from the investment point of view is not best fitted to 
decide whether a given corporation should increase its assets 
by reinvestment of earnings or noL^*^ In any event, they would 
argue, such stockholders generally have a chance to dispose of 
shares held on the market if they do not like the corporate pohcies 
which are being followed. 

Valid arguments can be cited for and against a high xmdistrib- 
uted-profits tax as" a means of integrating business and personal 
taxation. On the one hand, those who criticize this tax caimot 
demonstrate that a considerable ammmt of current income is not 
withdrawn from the income stream as a result of withheld cor- 
porate earnings which are not reinvested. But the great unpopu- 
larity which accompanied our eaidier attempt to use the un- 
distributed-profits tax cannot be ignored. Presumably, the op- 
position to such a tax will be equally as great if it is proposed 
in the future. The .strength of the argument that an undis- 
tributed-profits tax is desirable to prevent increases in corporate 
liquidity from becoming a means for income receivers to avoid 
personal, income taxes would be reduced if all stock dividends 
were taxable as personal income. Such treatment of stock divi- 

“This point of view was recognized by A. G. Buehler, The Undistributed 
Profits Tax, pages 183-184, New York; McGraw-Hill Book Co., Inc., 1937. 
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dends would permit corporations to build up liquidity for busi- 
ness purposed and at the same time minimize the use of the cor- 
poration as a refuge for tax avoidance by stockholders. 

Taxing corporations only on uninvested profits. Among the 
many other proposals for integration of corporate and personal 
income taxes, we shall state only one — a variation of the un- 
distributed-profits tax. Under this proposal, a corporation would 
be freed from taxation of income which it distributes in dividends. 
It also would not be taxed on that portion of income retained 
and invested. But the portion retained and not invested would 
he subject to a heavy tax. 

Back of this projposal is the belief that withheld corporate earn- 
ings may drain oflf a substantial portion of the income stream to 
increase corporate liquidity in various ways. The proposal has 
appeal, but would run into difficulties in defining “investment.” 

In order not to penalize corporations for building up a legiti- 
mate liquidity position, corporations must be permitted to hold 
some cash and securities. In order to prevent corporations from 
becoming “savings banks” for high-ineome stockholders, however, 
this liquidity position would have to be limited. Defining the 
maximum permissible ratio of liquid to total assets would be 
extremely difficult. There is considerable variability in liquidity 
requirements between firmS. For example, electric power pro- 
ducers and railways require lower liquidity ratios than do retail 
grocers. Seasonal industries probably require higher liquidity 
than do industries unaffected by seasonal variations. 

The right of a private corporation to make a self-protecting 
use of funds over a period of business fluctuations can scarcely be 
subject to a tax penalty if the private enterprise is to be granted 
relative freedom in its business actions. Such freedom, in the 
sense being discussed here, is probably necessary to the continued 
successful functioning of private enterprise units. We consider 
this particular proposal one of the least promising for integration 
of personal and business taxation. 

Conclusions on methods of corporate-personal tax integration. 
The proposals for integration which we have briefly examined 
lead us to these conclusions: (1) For the bulk of corporations, 
the most promising step toward integration would be to convert 
corporations into withholding agents for individual income taxes. 
Such tax liabilities would be current, to the extent that corporate 
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dividends are paid from earnings, and would be postponed to the 
extent that current earnings became the basis for future divi- 
dends. (2) For closely held corporations, business could be 
“untaxed” by applying taxes to prorata shares of corporate in- 
come (or losses) as part of personal. income in the hands of in- 
dividuals. For several reasons, it is not desirable to apply the 
prorata method of taxation to the income (or losses) of cor- 
porations generally, but the prorata method is logically umas- 
sailable from the standpoint of preventing tax avoidance by in- 
dividuals. (3) For small, new businesses in need of additional 
capital, enterprises could be “untaxed” by applying only personal 
taxes on the basis of realized capital gains (or losses) in the 
corporate investments. But the problems of defining when an 
enterprise is “small” and when it ceases to be “new” would not 
be simple. 

Major Problems of Business Income Taxation 

Since the writers have found little cause for taxes on business 
in addition to taxes on their owners, it might be deemed unnec- 
essary to discuss major problems in business-income taxation. 
However, it has also been recognized that taxes on business in- 
come, particularly on the income of corporations, may remain 
a part of our tax structure for a considerable period of time, in 
which case a discussion of the major problems in business-income 
taxation is relevant. In analyzing the corporation-income tax 
in 1946, Dr. Howard Bowen was sufficiently impressed by the 
probability of a search for Federal tax revenue in the near future 
that he urged retention of the corporation-income tax at rates 
sufficient to yield aroxmd 8 billion dollars annually in the years 
ahead.^® 

On the assumption that taxes on business will not be eliminated 
simply because there is little economic logic in retaining them, 
this section will be devoted to a brief analysis of the problems 
of business taxation. Most of the discussion in this section will 
be directed to Federal business taxation, and particularly to the 
taxation of business income. 

The following problems of business-income taxation will be 
briefly examined, or mentioned: 

^See Howard R. Bowen, “The Fntnxe of the Corporation Income Tax,” New 
York: Irving Trust Company, 1946. 
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of absorbing or of shifting a gross-income tax may prove to be 
the deciding factor in the success or failure of such a business 
enterprise. As a generalization, a gross-income tax or a capital- 
stock tax is likely to be partly or completely shifted over a longer- 
rrm period, and to result in a more unequal distribution of in- 
dividual incomes than without such a tax. 

A business net-income tax has a further advantage over a 
capital-stock tax. Assuming a given tax-rate structure and rea- 
sonable honesty in accounting practices, a net-income tax may 
be administered much more simply and with less opportunity for 
discrimination among business units than a capital-stock tax. 
Any thorough attempt to determine the base for a capital-stock 
tax necessarily involves an examination of several hundred thou- 
sand corporation balance sheets, in which it is possible to state 
the valuation of capital stock all the way from a nominal amomit 
per share to the actual amoimt per share invested by stockholders 
in a corporate enterprise. From 1916 through 1926, the Federal 
government actually attempted to make a capital-stock tax work- 
able, and then gave up the attempt as a failure.^^ 

(1) Special aspects of excess-profits taxes. The net-income 
tax also has advantages over an excess-profits tax, such as was 
employed in both World Wars I and II. Probably necessary as 
part of a wartime control structure, this tax has less to commend 
it for peacetime use. Excess-profits taxation might help to check 
continuing monopolistic accumulation of capital which leads to 
fmther concentration of economic and political power. Such 
taxation would make such accumulation more diflBcult. How- 
ever, the existing concentration would be little disturbed by ex- 
cess-profits taxation. 

The following deficiencies of a peacetime excess-profits tax 
stand out: (1) It does not take account of those varying degrees 
of risk among business enterprises which must be recognized in 
order to secure the investment of business funds and expansion in 
various enterprises. (2) It discriminates unfairly among various 

^The so-called “capital stock” tax which was in force between 1934 and 1945 
was a capital-stock t^ in name only. The tax was combined with a “declared 
value” excess-profits tax in such a way that the higher the valuation for purposes 
of the capital-stock tax which the corporation gave, the lower was tire rate of re- 
turn on the basis of which the so-called “excess-profits” tax was calculated. This 
tax “team” was removed from the Federal tax structure by the Revenue Act of 
1945. 
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types of competitive enterprise. (3) It presents many difficult 
questions about the definition of capital investment. It has not 
proved easy to work out the answers to tlrese problems. 

As it has been applied, the excess-profits tax relies heavily on 
the definition of some return on capital investment, above which 
it is considered that “excess” profits exist which should be subject 
to a special tax. (A net retmm of 8 per cent was not deemed 
excessive during the years of operation of the excess-profits tax 
from 1940-1945.) The basic trouble with the idea of an excess 
return on capital investment is that it does not allow for varia- 
tions in the degree of risk among enterprises. The prospect of 
a relatively stable annual return of 6 per cent may be sufficient 
to attract capital for investment in public service enterprises, 
but the prospect of a return much above 8 per cent may be re- 
quired in order to obtain capital for the development of mineral 
resources of uncertain quality and quantity. From this point of 
view, an excess-profits tax is a rather crude instrument of public 
policy which penalizes risk-assumption. 

As they have been applied, excess-profits taxes are discrimi- 
natory against new business enterprises and against those whose 
net incomes fluctuated widely. For example, a business equip- 
ment concern which has very low (or even negative) net income 
in one year may escape the tax, but may be subject to it a year or 
two later, when recovery in the demand for its products may be 
very sharp. But a public service enterprise with relatively 
stable, but not excessive, returns on its capital investment may 
escape the tax year in and year out. Again, a relatively new 
enterprise may have succeeded in building up a large net income, 
after early years of operating losses, and may become subject to 
the excess-profits tax. The equity of excess-profits taxation under 
these conditions may be questioned. 

As has already been indicated, excess profits have generally 
been regarded as those which exceed some established return on 
invested capital. To determine just what the invested capital 
“base” is has always proved difficult in the use of the excess-profits 
tax. In 1940, for instance, when an excess-profits tax was being 
discussed for World War 11, there were still undecided cases in 
the courts dealing with the determination of invested capital 
under the 1918 World War I excess-profits tax law. The tax 
itself was repealed, effective in 1922. Almost immediately after 
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the end of World War II, the Federal government repealed the 
wartime excess-profits tax, and set up a special tax body to speed 
the settlement of tax disputes arising out of the excess-profits tax 
of 1940-1945. 

One of the consequences of the use of excess-profits taxes in 
wartime has been to make easier the formulation and renegotia- 
tion of wartime contracts between government and businesses. 
If the contracts appeared imduly profitable to business from the 
public point of view, an opportunity to capture excess profits 
through renegotiation of contracts has been presented by the 
tax. Under renegotiation in World War II, businessmen were 
able to capture only a portion of excess profits and were bound 
to give up a part of revenues. Thus, in 1945, government refunds 
on renegotiated war contracts exceeded 2 billion dollars. 

Largely because of the limitations which have been mentioned, 
wartime excess-profits taxation has not been considered, suitable 
for peacetime use. A general business net-income tax does not es- 
cape all the problems inherent in an excess-profits tax, but its 
application among business firms is less discriminatory and it 
avoids the technical problems of measuring invested capital. It 
is both more equitable among business firms and much easier 
to administer as part of our tax system. 

Should a business-income tax apply only to corporations? An- 
other problem in business net-income taxation relates to its cover- 
age of different forms of business enterprise. Except in the case 
of the New York and Comiecticut state taxes on business incomes, 
the tax has been confined to the net incomes of corporations. 
Logically, it is difificxilt to defend this tax classification. If there 
is any soHd basis for the taxation of business, it lies in a payment 
for benefits received, and such benefits accrue to partnerships and 
proprietorships as well as to corporations. We have already in- 
dicated that, under our laws, we have made the price of the 
corporate privilege itself very small. Taxation of income grow- 
ing out of the “corporate privilege” seems inconsistent witii the 
favorable social and legal pattern for the use of the corporate 
device which we have established. , 

The reluctance to establish a Federal business net-income tax 
apphcable to partnerships and proprietorships has been due 
partly to the administrative problems which would be involved 
in applying such a tax to several milhon unincorporated business 
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enterprises. New York state had faced this administrative prob- 
lem (1943) by eliminating professional and personal service 
fir ms (unincorporated) from its state tax, and by granting a 
general $5,000 exemption from the tax. As of 1944, the result 
was that only about 39,000 unincorporated firms were required 
to file returns on 1943 incomes and had total tax liability of 26.2 
million dollars. Connecticut also has a general xmincorporated- 
business tax, imposed at very low rates, on a gross-income basis. 

Aside from administrative diflSculties, we see no good reason 
why net corporate income should, be subject to business-income 
taxation while net income from other business forms should not 
be so taxed. For example, under existing laws, if an individual 
operates an enterprise as an unincorporated proprietor, he may 
pay a personal-income tax but pay no Federal corporate-income 
tax. However, if he incorporates, he is subject to the corporate- 
income tax as well as the personal-income tax even though he 
holds all of the stock. The exclusion (from taxation) of income 
from noncorporate business forms highlights the inconsistency 
of business-income taxation. Recognizing current practice, our 
further discussion of business net-income taxation will be con- 
fined to the discussion of corporation income taxes. 

Should a business-income tax be imposed at progressive rates? 
Another problem in taxation of corporate net income is whether 
or not the tax-rate structure employed should be a progressive- 
rate structure. From 1909 through 1934, the Federal govern- 
ment taxed corporate net income at a flat rate; beginning with 
1935 it has used progressive rates which, in 1946, increased from 
21 per cent on the first $5,000 of taxable net income to 38 per 
cent on the entire net income over $50,000. As of 1942, 8 of the 
33 states (including the District of Columbia) imposing a cor- 
poration net-income tax used progressive tax rates which varied 
from 2 per cent on the first $1,000 of taxable net income to 8 
per cent on taxable net income over $5,000. The remaining 
states imposed flat rate taxes of from 2 to 8 per cent on taxable net 
income. 

Progression in rates on corporation net income cannot be re- 
garded as an application of abflity-to-pay taxation. The notion 
of ability has no content unless it is applied to the varying in- 
comes of different natural persons, not artificial corporate en- 
tities. Neither does corporate income-tax progression provide 
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any assurance that the business enterprise with a large amount 
of invested capital will be subject to the highest tax rates; it is en- 
tirely possible that even large business corporations, such as 
United States Steel Corporation, may operate at a net loss during 
years of business depression. (This was the actual history of 
U. S. Steel during the years 1932-1934.) 

Two arguments for relatively lighter taxes on smaU-business 
net incomes are: (1) such a tax policy may provide assistance to 
new business enterprises in the early years of their operation, 
years when profits may be small ( or negligible ) and when access 
to additional capital may be largely hmited to the reinvestment of 
earnings which they are able to make, and (2) heavier taxes 
upon larger business incomes may help to check the concentra- 
tion of economic and pohtical power. 

Differential rates of corporation-income taxes are a crude way 
of supplying assistance to new enterprises, however. Specially 
favorable tax treatment for new business firms can also be pro- 
vided by exempting such businesses from income taxation in their 
early years. Although tax relief for new business enterprises is 
desirable, there is no assurance that everything which appears to 
be new business is actually new. Old businesses may set up sub- 
sidiaries (which are regarded as new) in order to obtain more 
favorable tax treatment. 

How broadly should net income be defined for taxation? An 
important issue in corporate net-income taxation in the United 
States is the net-income base to which net-income taxes should 
be apphed. Unlike the British, our corporation net-income taxes 
have uniformly been made applicable only to net income after 
interest on loan capital, with the result that we have encouraged 
financing through fixed-income, interest-bearing obligations. It 
is widely agreed that such financing tends to accentuate economic 
instability in times of business depression, since it is neces- 
sary to meet interest pa)nnents on borrowed funds to maintain 
corporate solvency. The presence of a substantial fixed charge in 
the form of interest is likely to receive primary business attention 
when net income is low (or negative) at the expense of corporate 
outlays for maintenance, replacement, and technological im- 
provements. Such outlays, however, are necessary in order to 
maintain efficient production at lowest unit costs, and their con- 
traction during business depression in favor of meeting fixed in- 
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terest charges further decreases expenditure in the economy 
which may give rise to new production and employment. 

The most obvious correction for our present tax policies in this 
particular area would be defining net income for taxation to in- 
clude rather than to exclude interest on loan capital. However, 
in such economic units as our railroads, the proportion of interest- 
bearing bonds in the total capitalization of bonds and stocks 
averages 60 per cent. Since such units have been under in- 
creasing pressure to earn enough to meet interest charges since 
about 1930, the application of our corporate net-income taxes to 
interest, as well as to net income available for stockholders, would 
further increase their financial problems. Probably the most that 
is desirable in solving this problem of tax policy is to make in- 
terest on new borrowed capital ( other than security issues to re- 
fund existing capital issues which are maturing or to make pos- 
sible corporate reorganization following insolvency) subject to 
corporate net-income taxation. This much revision in the appli- 
cation of our corporate net-income taxes would increase future 
incentives to finance corporate business through selling stock 
rather than through borrowing. 

More liberal treatment of business losses. Another problem m 
business-income taxation is the treatment of business losses for 
tax purposes. Our policy of using an aimual accounting period 
tends to penalize businesses with fluctuating net incomes, unless 
our laws could allow very liberal consideration of the carry-for- 
ward (or carry-back) of net losses mcmred in one year to de- 
termine tax liability in other years. Over a complete business 
cycle (1922-1939, for instance) it has been calculated that the 
effective Federal income tax in various lines of economic activity 
varied all the way from a tax of more than 100 per cent on the 
aggregate net income of agricultural and similar industries to 
about 16.2 per cent for industries manufacturing food products, 
beverages, and tobacco. During that period, the average Fed- 
eral income-tax rate on incomes reported annually was about 13 
per cent. 

During the years 1938-1942, Federal corporation-tax laws were 
amended to allow a two-year carry-forward or carry-back of un- 
used business losses in a particular year. The opportunity to 
carry-back losses was introduced in this country by the Revenue 
Act of 1942, and was still in effect in 1946. Its major purpose 
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was to permit corporations which incurred losses in reconversion 
from wartime to peacetime production to charge any such net 
losses against the preceding period of wartime production. Our 
treatment of tax losses ( 1946 ) was still less liberal than that pro- 
vided in the British income tax, which allows a 6-year carry- 
forward of business losses for the purpose of determining the in- 
come-tax base. 

As a continuing peacetime provision, the opportunity to carry- 
forward losses for several years is preferable to a carry-back pro- 
vision. The latter makes it necessary to reopen tax accounts 
which have once been settled and opens the possibilities of dis- 
pute, litigation, and the use of a larger administrative staff for tax 
enforcement. Carry-forward provisions at least as liberal as those 
which are allowed in the British tax system should be part of our 
corporation tax laws. 

The ‘general problem of taxation for capital gains and losses has 
aheady been outlined for individual income taxation. The ap- 
plication of Federal laws to corporate capital gains and losses, 
effective in 1946, did not differ greatly from the laws applicable 
to individuals. Long-term gains were taxable at a maximum ef- 
fective rate of 25 per cent. But, unlike the treatment accorded 
under individual income taxation, such gains were not subject to a 
reduction of 50 per cent for tax purposes simply because capital 
assets had been held more than six months.^® 

Tax treatment of depreciation, depletion, and obsolescence. 
There has been considerable pressmre in recent years for a revi- 
sion in the current treatment (1946) of depreciation, obsoles- 
cence, and depletion for tax purposes. Current tax laws recog- 
nize that charges for depreciation (including obsolescence) are 
a “reasonable” deduction against gross income from the use of 
tangible real assets (except inventories) and intangibles such as 
patents and copyrights, in order to determine net income. De- 
pletion charges against gross income from natural resources such 
as a mineral deposit, are also permitted. 

The chief pressrues for changes in Federal tax laws are devoted 
to depreciation, where it is argued that existing provisions are too 
rigid, and to depletion, where it is contended that existing pro- 

^ There were other minor differences in application of the 1946 laws to capital 
gains and losses of individuals, as compared with corporations. 
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visions are excessively liberal. The rates of depreciation for 
various classes of business assets are defined by the Bureau of 
Internal Revenue, which maintains a schedule (Bulletin F) of 
permitted annual rates of depreciation, depending on estimated 
economic life for such varied types of assets as machine tools and 
buildings. The Bureau also favors the use of ''straight-line” de- 
preciation accounting (which is most widely used by business), 
under VN^hich an equal annual deduction is made over the recog- 
nized economic life of an asset. 

Presumably, the sum of depreciation deductions will, when 
added to salvage value, equal the cost of the business asset, or 
be suflBcient to replace the particular business asset when its eco- 
nomic life has been exhausted. The Bureau also recognizes the 
rather hazy concept of "normal” obsolescence as part of permis- 
sive depreciation deductions. "Normal” obsolescence is sup- 
posed to refer to the impairment of capital which results from 
improvements or changes in the productive process which are 
predictable. Since most obsolescence, resulting from unforeseen 
inventions or changes in demand, is necessarily unpredictable, it 
is diflScult to find much content in permissive deductions for nor- 
mal obsolescence. 

When we examine depreciation which is due to wear, tear, and 
general using-up of a relatively durable business asset, we find 
that there is a considerable case, on economic grounds, for greater 
flexibility in depreciation charges, especially in the opportunity 
for "accelerated depreciation” during the early years of service 
life of business assets. Accelerated depreciation charges would 
permit the cost of business assets to be charged off during the 
early period of their use and would make it possible for business- 
men to accumulate more rapidly for the replacement of one busi- 
ness asset with a better one. It might lighten the load of de- 
preciation charges in a period of general business depression and 
at the same time make possible the acquisition of new operating 
assets at relatively low cost in such a period. The "bunching” of 
capital outlays for business assets in time of business depression 
could provide a useful business stimulant to production, employ- 
ment, and business recovery. 

Depletion offers another set of problems. A depletion charge 
logically arises in the using-up of any wasting natural asset, such 
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as oil deposits, minerals, and timber. Part of the gross return 
from the business exploitation of such assets is a return from the 
sale of the capital assets themselves. Unless depletion ’were 
recognized in the gross return and segregated for new investment 
or for reinvestment, the owners of a business would find them- 
selves with no remaining business investment at the end of a 
period of years. 

In an attempt to recognize the economic character of deple- 
tion, Congress has set up, and the Bureau of 'Internal Revenue al- 
lows, a schedule of depletion allowances which is based on some 
percentage of gross income depending on the character of the 
depleting asset.-® The Bureau has often underestimated the eco- 
nomic life of wasting assets, and the allowances which it has set 
up are generally considered to be unnecessarily generous. The 
Treasury recommended twice in 1942 that depletion allowances 
should be based on percentages of the recovery of cost of invest- 
ment in depleting assets. It has also been urged that if the period 
over which such allowances could be made were shorter than the 
economic life of the asset, some carry-back of excessive depletion 
charges could equitably be employed. 

Use of consolidated returns and taxation of intercorporate divi- 
dends. A final major problem for business net-income taxation 
by the Federal government which will be discussed is the use of 
consolidated corporate returns and the taxation of intercorporate 
dividends. This problem has grown directly out of the rise of the 
holding company in our economic structure. Such a company is 
a type of corporation which owns the majority, or all, of the 
voting stock in a varying number of other corporations. It may 
be a “pure’' holding company whose only assets are the stocks of 
operating companies (as often occurs in the public utility field). 
It may be partly a holding company, partly ^n operating unit, 
such as the large Northern States Power Company^® in the utility 
field. It may simply be a parent corporation coordinating the 
operations of a number of operating subsidiaries, which may be 
organized as separate corporations principally for maximizing 
operating eflSciency within the over-all corporate firm. This type 

^Thus, Federal laws in 1946 allowed a percentage depletion charge o£ 271 
per cent on oil and gas properties, 5 per cent on coal mines; in no case was the 
allowance permitted to exceed 50 per cent of net income before depletion. 

Reference is to the Northern States Power Company incorporated in Minne- 
sota. 
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of business organization is common in manufacturing industries — 
General Motors is a good example. 

During the thirties many actual and alleged abuses of public 
utility holding-company systems were emphasized. The out- 
come was regulation of the practices of interstate holding com- 
panies, under the Public Utility Act of 1935. Unfavorable gov- 
ernmental reaction to practices attributed to these companies, 
however, has appeared also in tax legislation. Under 1946 laws 
the privilege of making a consolidated corporate retmm was sub- 
ject to a payment of 2 per cent of consolidated corporate surtax 
net income. Since 1936, 15 per cent of intercorporate dividends 
received by a corporation not making a consolidated return have 
been a part of taxable income. Assuming efficient regulation of 
public utility holding companies by the Securities and Exchange 
Commission and of railroads by the Interstate Commerce Com- 
mission, the writers find no logical reason why consolidated tax 
returns should not be permitted without payment for the privi- 
lege or why intercorporate dividends should not be excluded 
from taxable income. 

Special problems of state business taxation. With the present 
maze of state business taxes, a major fiscal consideration is to out- 
line some fiscal system which would make the states willing to 
forego most of the special business taxes which they now have. 
As has been suggested earlier, such a system will require finding 
revenues for the states to replace revenues from tax sources which 
they might abandon. Such revenues would have to come from 
Federal grants. At the Federal level it would be necessary that 
reliance on tax revenue as a source of funds should not interfere 
with the major objectives of economic policy such as we have out- 
lined in this book. The inauguration of any such system of reve- 
nue for state governments would involve various political 's well 
as economic considerations. Discussion of these problems, as 
well as some indication of how such a system of Federal-state re- 
lationships might frmction will be postponed until the final chap- 
ters of the book. 

Descriptions of taxable income by the 33 states which impose 
general corporation-income taxes resemble tliat of the Federal 
government, although the types of business corporations uni- 
formly affected are only mercantile and manufacturing enter- 
prises. Special types of taxes are frequently applied to such 
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kinds of business enterprises as banks, public utilities, railroads, 
and iusurance companies.®^ A special problem in state business- 
income taxation which will be discussed m some detail in the final 
chapters of the book, but will be mentioned here, is the interstate 
allocation of corporate income for purposes of taxation. Under 
accepted constitutional interpretation, no state is permitted to tax 
a larger portion of the net income of a corporation operating in 
more than one state than may “reasonably” be attributed to that 
state. 

At least eight different indices of business done within state 
borders are used in state corporation-income taxation, but three 
are most widely used and have the endorsement of the National 
Tax Association as factors which it is reasonably equitable to use 
in combination to allocate interstate corporate income. These 
are the relative percentages within one state of total corporate 
payroll, tangible property, and gross sales. Any allocation for- 
mula which is used is arbitrary to some extent; the most to be 
hoped for if state corporation-income taxation is retained is that 
uniformity in the type of allocation formula which is used will be- 
come increasingly common. 
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CHAPTER XVI 


COMMODITY TAXATION 

A n important proportion of the tax revenues collected 
in the United States is derived from such levies as excises 
— ^particularly on gasoline, tobacco, and alcoholic beverages — 
general sales taxes, and customs duties. Although they usually 
are collected from sellers of goods and services ( that is, the sellers 
pay the tax money to the government treasury) these taxes are 
frequently shifted to the buyers of these goods and services as well 
as to the sellers of the resources used in producing taxed com- 
modities. Because a part of their incidence rests with consum- 
ers, such taxes are frequently called consumption taxes. How- 
ever, since such taxes are levied upon commodities independently 
of whether or not these commodities are consumed, and because 
a part of them may be shifted backward we shall call these taxes 
commodity taxes. 

Commodity taxation has played an important role in the United 
States' tax system since the formation of the Union. Receipts 
from customs duties made up more than one-half of Federal tax 
revenues in every year between the inception of the Federal tax 
system and 1864. During the Civil War, manufacturers’ and sales 
taxes as well as excises upon tobacco and liquor were added to 
the sources of Federal tax revenue. After the Civil War and 
xmtil the first World War, commodity taxes continued to provide 
a large proportion of Federal tax revenue. For example, in 1910, 
receipts from customs duties and liquor and tobacco excises 
brought in more than 95 per cent of total Federal tax collections. 

The increase in the level of Federal tax collections dmlng and 
after World War I, together with the introduction of personal- 
and corporate-income taxes at the Federal level, reduced the 
relative importance of commodity taxes in the Federal tax system. 
However, a variety of internal excise taxes injposed during the 
depression of the thirties helped to revive commodity taxation. 

336 
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In the period 1935-1939 Federal excises, sales and documentary 
stamp taxes, and customs duties brought in around two-fifths of 
total Federal tax receipts. 

Since 1939, there has been a further expansion in Federal com- 
modity taxation. In 1944, about 5 billion dollars were collected 
from Federal excise taxes. In addition, there were revenues 
from customs duties. Excise tax rates ( as of 1946, recently ex- 
tended through 1948 ) on some of the more frequently consumed 
items are shown in Table 22. 

The constitution denied to the states the right to levy customs 
duties. In 1900, the bulk of state revenues was obtained from 
property taxes. As indicated in Chapter XIX, state property 
taxes steadily decreased in relative importance after 1900 and 
represented less than 4 per cent of total state tax revenue in 1946. 
Commodity taxation was not an important source of revenue to 
the states until the widespread adoption of the automobile. As 
the use of motor vehicles increased, taxes on these vehicles (prin- 
cipally in the form of registration fees and gasoline taxes ) became 
increasmgly important. Throughout the thirties, for example, 
gasoline taxes represented more than one-fifth of state tax reve- 
nues. The repeal of prohibition and the occurrence of the de- 
pression prompted all the states to tax liquor and many of them 
to levy general sales taxes. By 1940, nearly half the states were 
using some form of* general sales taxation. In 1940, general sales, 
tobacco, and liquor taxes yielded more than two-fifths of total 
state tax revenues. 

Only a few local taxing units employ commodity taxation. 
Although a few cities ( New York City and Denver, Colorado are 
examples ) have a general sales tax, the bulk of local tax revenues 
has been obtained from the taxation of property. (Taxes on 
highway users and property taxes receive special attention in 
Chapters XVIII, XIX and XX. ) 

Incidence of Commodity Taxes 

Even though taxes on commodities are usually collected from 
the sellers of taxed commodities, it is generally conceded that 
such taxes are shifted — that the economic unit from which the 
tax money is collected does not bear all of the tax. As was in- 
dicated in the discussion of shifting and incidence in Chapter XII, 
the way in which a tax is shifted depends upon the way in which 
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Table 22 ^ 

Rates and Yields of Federal Excise Taxes on Selected Items, 

Fiscal Year 1946 


Item 

Tax Rate 

Revenue, Fiscal 
Year 1946 
(in thousands of 
dollars) 

Ail Internal Excises 


6,683,999 

Tobacco Taxes 


1,165,519 

Cigarettes (small) 

$3.50 per 1,000 

-1,072,799 

Alcoholic Beverage Taxes 


2,526,162 

Distilled spirits 

$9.00 per proof gal. 

1,788,457 

Beer and other fermented malt 
liquors 

$8.00 per barrel 

650,824 

Manufacturers and Retailers Excises 


1,414,717 

Cosmetics, toilet preparations, 
furs, jewelry, and luggage . . . 

20 per cent 

492,045 

Gasoline 

13 ^^ per gal. 

405,695 

Tires and tubes 

5^^ per lb. — tires 


9^ per lb. — tubes 

118,072 

Lubricating oils 

6^ per gal. 

74,602 

Auto parts and accessories 

5 per cent 

68,871 

Other Taxes on Services 

Admissions 

20 per cent (approx.) 

415,268 

Transportation of persons, seats 
and berths 

15 per cent 

226,750 

Transportation of property 

3 per cent 

220,121 

Local telephone service 

15 per cent • 

145,689 

Telephone, telegraph, radio and 

cable, leased wires, etc 

* 

234,393 


other opportunities are afiEected. An excise tax levied upon a 
single commodity is likely to induce additional purchases of other 
untaxed commodities. Buyers of the taxed good probably will 
have to pay higher prices for this good, but sellers also may be re- 
ceiving lower profits. Also, if a significant proportion of a given 
resource is used in producing the taxed commodity, returns to 
the owners of this resource will be reduced. 

A nationwide general sales tax upon all goods and services, 
however, would affect all goods and services. Since holdings 
of cash and securities are not likely to be taxed, a general sales 
tax would be likely to alter the relationship between commodity 

’^Data are compiled from the Treasury Bulletin, U. S. Treasury Department 
(November, 1946), pages 63, 64; and from the Revenue Acts of 1943 and 1946. 
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purchases and these holdings, encouraging relatively smaller ex- 
penditure on goods and services. 

Thus, selective excises are likely to he shifted both forward and 
backward, to increase the relative prices of taxed goods and re- 
duce the prices of resources used in producing taxed goods. Cus- 
toms duties are also likely to increase relative prices of the kinds 
of goods that are imported. A nationwide general sales tax is 
unlikely to aflFect significantly the relative commodity-price pat- 
tern, if the relationship between government expenditure and 
government receipts is adjusted so that total money expenditure 
(after the tax ) for goods and services is unchanged. 

General sales taxation, however, has been primarily utilized by 
the states. Unless all states employ the tax and use the same 
rates, the geographic price pattern is likely to be altered. ( Refer 
to Chapter XII.) 

Eflfects Upon Resource Allocation 

The impact of commodity taxation upon the allocation of re- 
soxurces depends on the effects of such taxes upon the pattern of 
relative prices. Unless the demand for the- taxed commodity is 
perfectly inelastic, a reduction in consumers’ purchases of this 
commodity is to be expected as a result of the increased price en- 
couraged by the tax. Less of the commodity will be produced. 
If total employment in the economy is not reduced, resources will 
be moved out of the taxed industry and into other lines of pro- 
duction. 

Suppose that an excise tax is levied upon potatoes. The price 
which the consumer will have to pay for potatoes is likely to in- 
crease, and the amounts which potato producers can afford to pay 
for resources are likely to fall. Some resources will be moved out 
of potato production and into production of other crops.’ 

Specific excise taxes may thus tend to alter the production pat- 
tern. More of some commodities and less of others will be pro- 
duced if the treatment is not the same for all commodities. The 
resulting production pattern is, fikely to be inferior to that which 
would prevail in the absence of such taxes. The taxes are costs 
which must be considered by producers. Such taxes are not 
costs, however, in the sense that they represent the value of alter- 
native goods and services which must be sacrificed in order to get 
production of the taxed good. Consequently, the value to con- 



340 PUBLIC REVENUES AND PUBLIC BORROWING 

sumers of the goods and services produced by the resources 
which are moved out of the taxed industry is likely to be smaller 
than the value to the consumer of the taxed good which those re- 
sources could have produced had there been no tax.^ 



Figure 9 

EflPects of Commodity Taxation Upon the Production Pattern and Consumer 

Welfare 

Suppose that homogeneous units of a resource. A, are being 
used to produce homogeneous units of products X and Y. The 
combinations of X and Y which can be produced from a given 
amount of A (say Ao) are represented by the points lying on the 
line Xc»Yo (Figm:e 9). Assume that we wish to maximize the 
welfare of a single consumer. A plane section of the preference 
system of this consumer is represented by the indifiEerence curves 
t/i, 172, and Ua. 

® Art exception to this general case may Be that in which the taxed commodity 
is produced under conditions of increasing costs (diminishing marginal pro- 
ductivity) while other commodities are produced under conditions of decreasing 
costs {increasing marginal productivity). Refer to Alfred Marshall, Principles of 
Economics, Book V, Chapter XIII, New York: The Macmillan Company, 1920. 
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If Ao is allocated so that the combination XiYi is produced, the 
consumer can attain the welfare level Ui. Other welfare levels 
can be achieved if other combinations of X and Y are produced. 
The maximum welfare level will be reached when the combina- 
tion X 3 Y 3 is produced. At this combination the transformation 
curve (XoYo) is tangent to the indifference curve Us at the point 
the consumer’s marginal rate of substitution of X for Y (the 
slope of Us at Q) is equal to the marginal rate of transformation 
between X and Y (the slope of XoYo at ^). Under perfect com- 
petition, the ratio of the prices of Y and X — the price of Y(Py) 
divided by the price of X{Px ) — ^wdll be equal to the consumer’s 
marginal rate of substitution between X and Y and to the marginal 
rate of substitution between X and Y in production. The price 


ratio. 



is the slope of the iso-revenue line CD. 


If a tax is imposed upon X, increasing the relative returns from 
producing Y, a new iso-revenue line, £F, will represent various 
combinations of X and Y yielding the same revenue. A combina- 
tion containing less X and more Y will be produced. Assume 
this new combination is X 2 Y 2 . The welfare of the consumer 
obviously has been diminished by the reallocation of the resource. 

This conclusion is not altered if the welfare of additional con- 
sumers is also considered — maximum welfare being defined as 
that condition in which the welfare of any consumer cannot be 
increased without diminishing the welfare of other consumers.® 


Effects Upon Income Distribution 

Since savings — cash balances and securities — are not taxed by 
levies upon commodities, it is obvious that persons spending the 
largest percentages of their incomes upon taxed goods and serv- 
ices are. taxed proportionately most. For example, suppose that 
two individuals. Smith and Jones, each earn $2,500 per year. A 

general sales tax of 11.1111 per cent is invoked and 

shifted forward to buyers. Smith spends $1,000 upon com- 
modities,- $100 of this being tax, while Jones spends $2,000 upon 
commodities, $200 of this being tax. The tax takes 4 per cent of 
Smith’s income and 8 per cent of Jones’. 

In general, low-income receivers save relatively less of their 

® Refer to Oscar Lange, ‘The Foundations of Welfare Economics,” Eco- 
nometrica, 10 ( July—October, 1942), pages 215-228. 
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incomes than do high-income receivers. For example, the 
1935-36 study of consumer purchases'* indicated that families in 
the income group $1,250-1,500 saved, on the average, $14, or 
about 1 per cent of their income. Families in the income group 
$20,000 and over had average annual incomes of nearly $42,000 
and saved more than 50 per cent of this. A general sales tax of 10 
per cent, if shifted entirely forward, would take 10 per cent of the 
income of the low-mcome family and only 5 per cent of the in- 
come of the high-income family. 

Thus general sales taxes, when they are shifted forward, prob- 
ably tend to be regressive — to take a larger percentage of smaller 
incomes than of larger incomes and to increase income inequality. 

This regressivity of general sales taxation is fairly widely recog- 
nized. In attempts to minimize it, selected excises upon goods 
purchased primarily by the higher-income groups but not by the 
lower-income groups have been suggested. For example, so- 
called “luxury” taxes upon jewelry, furs, cosmetics, and the like 
were levied by the Federal government during the war (and have 
been extended through 1948). These taxes, however, have been 
levied upon inexpensive jewelry, furs, and cosmetics as well as 
expensive items of these commodities. Their effect upon income 
distribution probably has been little different from that of a 
general sales tax. 

Although items purchased primarily by the higher-income 
groups could be identified and taxed, such taxes are likely to yield 
relatively little revenue as compared with more general com- 
modity taxation. Consequently, confining commodity taxes to 
such items appears unlikely to be practiced. 

Effects Upon Expenditures for Goods and Services 

Commodity taxation is generally considered to be one of the 
most deflationary forms of taxation. Other things — ^the level of 
government expenditure, the volume of bank credit and liquidity 
preference schedules, for example — ^being unchanged, a given 
amount of tax revenue collected from the taxation of commodities 
is likely to reduce people’s expenditures for goods and services by 
more than would the same amount of taxes collected by a per- 
sonal-income tax. This would be the case if the personal-income 
tax were a flat percentage tax upon income. The differences 

* Family Expenditures in the U. S., Statistical Tables and Appendixes, National 
Kesources Planning Board, Jnne, 194 1» Table 1, page 1. 
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would be even greater if the personal-income tax had personal 
exemptions and if the rate structure were progressive — charac- 
teristics of our Federal income tax and of most state income taxes. 

This relatively greater deflationary impact of commodity taxa- 
tion follows from ( 1 ) the encouragement to hold cash balances 
or securities that are not taxed, and (2) the heavier proportionate 
taxation of low-income receivers. People in the lower-income 
groups spend a larger proportion of their incomes upon goods and 
services that would be taxed than do people in the higher-income 
groups. Low-income consumers have less opportunity to main- 
tain their purchases of commodities for they have little savings. 

For example, a family with an annual income of $2,000 may 
spend all of this for goods and services. If commodity taxes are 
introduced and take $200 of this, the net expenditure upon com- 
modities is reduced to $1,800. A family with an annual income 
of $10,000 may spend $8,000 on goods and services. If com- 
modity taxes are introduced and take $800 of this, net expenditure 
on goods and services is unlikely to fall to $7,200, even though it 
may not be maintained at $8,000. The family with $10,000 is 
likely to increase its gross expenditures by reducing its savings. 
In the first case, net expenditure for goods and services has fallen 
by 10 per cent. In the second case the decrease is likely to be 
less than 10 per cent. 

This effect of commodity taxes has been used as an argument 
against this form of taxation, and as long as a given amount of 
taxes is to be collected, it has some force. State governments 
would be wise to take it into consideration. At the Federal 
level, however, this argument has less relevancy if the Federal 
government is determining tax collections in view of their effects 
upon employment. If commodity taxes are being collected the 
total tax bill should be smaller than if income taxes are being 
collected. The anti-inflationary impact of a given amount of 
taxes collected from personal-income taxation can also be accom- 
phshed by a smaller amount of taxes collected from commodity 
taxation. The effects on total money expenditure for goods and 
services as a whole can be made equivalent. 

Effects Upon Consumer Welfare 

In addition to the undesirable effects upon consumer welfare 
which result from the resource misallocations encouraged by 
commodity taxes, there are still other undesirable features. It 
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can be demonstrated that a given amount of tax collected from a 
given individual by a commodity tax will leave him in a welfare 
position inferior to that in which he would be left if the same 
amount of tax were collected from him by an income tax. 

Suppose that a given consumer has an income of $3,000, all of 
which is spent upon two commodities, X and Y. The price for X 
is $1 per tmit and the price for Y is $2 per unit. A section of his 
preference system for X and Y is illustrated in Figure 10. Under 
the conditions postulated, he will have achieved his maximum 
position when he purchases 700 units of X (an expenditure of 
$700 on X) and 1,150 units of Y (an expenditure of $2,300 on Y). 
This position is represented by the point P on the indifference 
map. 



ligure 10 

Comparative Welfare Effects of Excise and Income Taxes 


Assume that a tax of $1 per unit is levied upon X and that this 
tax is all shifted forward so that the consumer must now pay $2 
per pound for X. Tke price of Y remains unchanged. He will 
then purchase 300 units of X, paying $300 (the equivalent of QS 
in terms of Y) indirectly to the government in the form of a tax^ 
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and $300 (SN in terms of Y) directly to the seller of the com- 
modity. This position is represented by the point Q on the in- 
difference map. 

One way by which we might compare the effects (upon the 
consumer ) of an income tax and the tax upon X is by answering 
the question, “How much could he pay for the opportunity to 
purchase at the old prices of $1 per unit for X and $2 per unit for 
Y and still be no worse off than he is when he has an income of 
$3,000 and has to pay a price of $2 per imit for X and $2 per rmit 
for Y?” 

In order to be neither better nor worse off than at Q, he may re- 
arrange his purchases in any fashion in which he wishes as long 
as the rearrangement leaves him with combinations on indiffer- 
ence curve Ii. At the pretax prices, the rearrangement will lead 
him to R, where he will be purchasing 600 units of X and 1,000 
units of Y. This arrangement is worth as much to him as the 
arrangement at Q, where he was paying $2 per unit for X, $300 
(S^ in terms of Y) going to the government as tax. At the point 
R, however, he could pay $400 {ST in terms of Y) to the govern- 
ment if he were able to buy X at $1 per pound, and he would be 
as well off as when he paid $2 per unit for X and had a money 
income of $3,000. He would thus be equally willing to pay $400 
(the equivalent of 200 units of Y) in the form of income tax or 
$300 in the form of a tax on X.® Government would be as well 
off, and the taxpayer would be better off, to have the $300 col- 
lected in the form of an income tax rather than an excise levied 
upon X. 

Sumptuary Taxation 

Taxation of some commodities has been rationalized by sup- 
porters of commodity taxation as a means of discouraging the 
consumption of such commodities. A good deal of support for 
tobacco and liquor taxation undoubtedly could be mustered be- 
cause of the belief that consumption of such commodities is un- 
desirable and that taxation will help to discourage such consump- 
tion. 

The, argument that taxes should be levied on harmful com- 
modities is beset with many difficulties. First of all, what 

® See M, F. W. Joseph, *‘The Excess Burden of Indirect Taxation/' Review of 
Economic Studies, VI, 3:226-31. There are, of course, alternative ways of 
measuring the differences in welfare. 
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commodities can be generally voted as harmful? Once the Hst 
has been compiled why should any consumption of such goods be 
permitted, that is, why not legally prohibit the sale of such 
commodities? If the tax rates are not prohibitive, consumption 
by high-income receivers can be accomplished without relatively 
great sacrifice, while consumption by low-income receivers may 
be reduced, but the consumption that is maintained by the low- 
income groups will be at the expense of other more (socially) 
desirable commodities. 

For example, high liquor taxes are imlikely to discourage 
liquor consumption among high-income receivers significantly, 
since their expenditures upon liquor are tmlikely to constitute a 
very large percentage of their total expenditures, almost regard- 
less of liquor prices. Among low-income receivers, there will be 
some individuals whose “tastes” for alcohol are such that either 
consumption will be approximately maintained at the higher 
prices or more physically harmful products such as canned heat, 
wood alcohol, and shaving lotion will be consumed in larger 
amounts. If the former occurs, expenditures for other items in 
the budget — perhaps food, clothing and shelter-r— will be cut. 
The health of other members of the family will be impaired. If 
the latter occurs, another kind of health impairment will result. 

Of course, among the lower-income groups there will be some 
persons whose demands for liquor are fairly elastic and whose 
consumption will be cut as the price of hquor is raised. But one 
can hardly argue that the opportunity to drink low cost products 
should be granted or denied on the basis of income, unless one 
beheves that a highball is more harmful to a low-income con- 
sumer than it is to a consumer whose income is high. 

Thus sumptuary taxation, as an instrument for directing con- 
sumption, is not hkely to produce reasonable results. Perhaps 
the most important reason for levying such taxes has not been the 
expected decline in consumption, but the estimated inelasticity 
of demands for such commodities. Taxes on liquor and tobacco 
have been excellent revenue raisers. This, in itself, is reasonable 
evidence that such taxes have not much influence in eliminating 
tobacco and liquor purchases. 

A case might be made for taxation of some commodities on the 
grounds that the prices of such commodities represent less than 
their true costs. For example, consumption of cigars and ciga- 
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rettes may be responsible for considerable losses through fires, or 
increased liquor consumption may require increased facilities to 
care for alcoholics and their dependents. Just as the proceeds of 
gasoline taxes are usually used to construct and maintain high- 
ways, the proceeds of taxes on cigarettes and cigars might be 
used to reduce fire insurance rates to the levels which would pre- 
vail if people did not consume cigars and cigarettes. Taxes on 
alcoholic beverages might be levied to defray the costs of main- 
taining wards for alcoholics and providing relief for their de- 
pendents. 

Taxation on such grounds would assume, however, that all 
cigar and cigarette consumption increased fire losses and that any 
alcohol consumption made the consumer an alcoholic in some 
degree. Such an assumption does not appear very realistic. 
Nevertheless, taxation on these grounds would represent a de- 
cidedly superior basis for sumptuary taxation than the bases now 
being used. 

Some Commodity Taxes Are Easy to Collect 

Such taxes as the general retail sales tax have contained one 
good feature — they have been relatively simple to administer. 
Both the taxpayer and the tax collector can easily compute the 
tax. Compliance with the tax provisions is generally relatively 
inexpensive, as long as sellers of taxed gtoods keep records of the 
money volume of their sales. Few resources need to be em- 
ployed by government or the taxpayer in collecting or paying the 
tax. 

This simplicity tends to disappear, however, as the taxes be- 
come confined to fewer commodities unless the number of pro- 
ducers is relatively small. A tax upon corn would be rather 
difficult to collect because of the large number of producers and 
sellers. Many interfarm sales would escape taxation. Cigarette 
and liquor taxes have been less difficult to collect because of the 
relatively small number of manufacturers.® 

Problems in Removing Commodity Taxes 

Some opposition to the removal of taxes on a few commodities 
— ^liquor, cigarettes, and margarine, for example — ^has grown out 

® However,* the shots which some small-scale liquor manufacturers, otherwisa 
known as ^'moonshiners,” have taken at ' revenooers” are legend. 
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of a belief that production in such industries is highly concen- 
trated and that removing the taxes will not result in lower prices 
to consumers. This is equivalent to saying that changes in pro- 
ducers’ marginal costs (the demand for their product remaining 
unchanged) will not result in a change in their output. 

If there were only one producer in the industry, such a conclu- 
sion would be inconsistent with the assumption that the monop- 
olist prefers a higher to a lower profit, other things being 
unchanged. In oligopoly situations, however, it is possible that 
reductions in costs will not result in an expansion in output and 
reduced prices to consumers. As has been suggested by Sweezy^ 
and others, oligopoly may lead to discontinuities in the firm’s 
marginal revenue schedule. A range over which marginal costs 
may be altered without changing output is thus introduced. 

It is possible that production of some commodities on which 
taxes are levied does conform to this pattern of oligopolistic be- 
havior. There are, however, many possible behavior patterns for 
oligopolists,® and analysis of the outcome of each is far from com- 
plete. To assure that commodity-tax elimination did not result 
only in higher profits, removal of the taxes could be made condi- 
tional upon price reductions, or excess-profits taxes could be in- 
voked as a temporary transition measure. 

Sximmary 

Although commodity taxation is rather firmly entrenched in 
our tax system, such taxation has few advantages and many dis- 
advantages when- compared with some other taxes, particularly 
the personal income tax. Commodity taxes interfere with achiev- 
ing the best allocation of resources in that they tend to push 
resources out of producing taxed commodities and into producing 
other commodities. Because of their impact upon relative prices, 
a given amount of tax revenue collected from a tax upon a com- 
modity will diminish consumer welfare more than would the same 
amount of tax revenue collected from a personal-income levy. 

Ease of administration and potential flexibility are virtues of a 
general sales tax. However, these advantages do not — ^in our 
estimation — offset the disadvantages posed by such levies. The 

’ Refer to Paul M. Sweezy, ^‘Demand Under Conditions of Oligopoly,” Journal 
of Political Economy f Vol. 47 (August, 1939), pages 568-73. 

® Refer to John Von Neumann and Oskar Morgenstern, Theory of Games and 
Economic Behavior^ Princeton^ New Jersey; Princeton University Press^ 1944, 
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regressivity of commodity taxation is an important factor in limit- 
ing the usefulness of such general commodity taxes as the sales 
tax. Problems of removing commodity taxes from the tax 
structure are both economic and political; solution of neither 
problem is impossible. 
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CHAPTER XVII 


DEATH AND GIFT TAXATION^ 


L imitation upon the amount of property which a person 
might obtain through inheritance has long received the en- 
dorsement of prominent economists. As far back as 1848, John 
Stuart Mill held that it was desirable to permit inequalities in 
individuals’ incomes in a private enterprise system, but that 
society should place a rather low limit on the amoimt of property 
which an individual should be permitted to inherit. Such limita- 
tion, he impHed, would discourage the development of an unde- 
sired rentier class — Hving on the income from previously ac- 
cumulated property — and would encourage those 'in each new 
generation to work actively for their living.^ 

Taxes on the transfer of property at death have proved to be a 
useful social instrument in the Hmitation of inheritance. Such 
taxes usually have been of two types : the estate tax and the in- 
heritance tax. Either or both may be buttressed by a gift tax. 
The estate tax, such as tliat used by oiu Federal government, falls 
on the entire estate, after a specific exemption from tax and de- 
duction of the costs of settling the estate. The inheritance tax, 
used by most of our states, falls upon distributive shares of an 
estate received by various heirs. In our state tax structures, 
inheritance taxes generally have a double progression; rates in- 

’’For technical discussion of problems involved in death and gift taxes, the 
writers wish to acknowledge substantial reliance on tlie recent investigations of 
Professor Harold M. Groves, Fostwar Taxation and Economic Progress, Chapter IX. 
For aid in tlieir brief outline of problems in Federal-state relationships in death 
taxation, the writers have been assisted by the recent Federal study, ‘‘Federal, 
State and Local Government Fiscal Relations,’’ pages 469-496. 

® Mill said:^ “The inequalities of property which arise from unequal industry, 
fnigality, perseverance, talents, and to a certain extent even opportunities, are 
inseparable from the principle of private property, and if we accept the principle, 
we must bear with these consequences of it; but I see nothing objectionable in 
fixing a limit to what anyone may acquire by tlie mere favor of others, without 
any exercise of his faculties, and in requiring that if he desires any further acces- 
sion of fortune he shall work for it.” See John Stuart Mill, Political Economy 
(Asliley edition), 'Book II, Chapter 11, page 22S, 1929. Reprinted by permission 
of Longmans, Green & Co., Inc, 
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crease with the size of the inheritance and with the distance of 
relationship of the heirs to the deceased. (An illustration of this 
double progression is given in Table 24, page 354. ) Because of 
its greater adaptability to varying distance of relationship of heirs 
to deceased, the inheritance tax is generally considered superior 
on social grounds to the estate tax. 

Fiscal Importance and Development in the United States 

In 1941, just before our entrance into World War II, the na- 
tional government and 47 of The states collected taxes on the 
transfer of property at death, supplemented by a Federal gift tax 
and 11 state gift taxes. Such taxes raised about 4.27 per cent 
(524.7 million dollars) of total tax collections. These taxes had 
some effect on the limitation of inequality in wealth (and in- 
come). The Federal estate tax (death tax) alone rose to 77 per 
cent on the marginal portion of net taxable estates in excess of 
$10,000,000. But despite our steeply progressive death taxes, 
their relative prewar importance in our tax systems was still far 
below their prewar importance in the British tax structure, where 
they supplied about 10 per cent of total tax revenues. 

John Stuart Mill wrote his comments on death taxation at a 
tune when, and in a society in which, death taxes were already 
partially established. The earhest British death tax was imposed 
m 1694. After additional experiments with death taxes in the 
eighteenth and nineteenth centuries, England established the 
structure of its present death tax in 1894. In the United States, 
death taxation was just then getting under way. The first 
successfully administered state death tax was passed by New 
York in 1885, and a permanent Federal death, (estate) tax did 
not come until 1916. We will briefly review Federal and state 
developments in this tax field. 

Development of Federal death and gift taxation. The Federal 
government experimented briefly with death taxation from 1798- 
1802, from 1861-1870, and from 1898-1902, but present Federal 
taxation of the transfer of property at death began with the 
Federal estate tax in 1916. This tax exempted all estates of $50,- 
000 or less and imposed rates rising from 1 to 10 per cent. Al- 
though tax rates were increased — ^principally in the decade 
before World War II — ^the t^ cwried an exemption of $60,000 
in 1946. Rates now begin at 3 per cent on the first $5,000 of 
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taxable estate and rise to 77 per cent on the portion of taxable 
estates of $10,000,000 and above. (See Table 23.) Recogniz- 
ing that the estate tax was being avoided, the Federal government 
imposed a gift tax from 1924-1926 and again beginning in 1932. 
The latter tax, which was still in effect in 1946, is levied at rates 
three-fourths as large as those which apply to the estate tax. 
Gifts for charitable, educational, and religious purposes are 
exempt from the tax. 

In developing its death tax system, the Federal government 
sought to induce some uniformity in death-tax practices by the 
states, and thus to reduce interstate competition for residence of 
persons of wealth. Under the 1924 Revenue Act, a credit up to 
25 per cent against Federal taxes was established for states having 
death taxes large enough to absorb the credit. The credit was 
raised to 80 per cent in 1926. It still applies only to Federal taxes 
due under the exemption and rate schedule of the 1926 act. 
Federal tax rates have been raised so greatly since 1926 that, in 
1941, the effective tax credit had fallen to an average of about 11 
per cent of Federal estate taxes collected. Nevertheless, the tax 
credit in 1924-1926 induced all of the states (except Nevada) to 
adopt or maintain state death taxes with rates which would at 
least absorb the Federal tax credit. A few states, notably Florida, 


Table 23 

Federal Estate Tax Liability and Tax Credits, 1946 
(All Citizens and Resident Aliens) 


Size of 
' Net Estate^' 

! Federal Tax 
Liability 

Maximum 
Credit for 
State Taxes'^ 

Final Federal 
Tax Liability^ 

Highest 
Tax Rate 

$ 60,000 

65,000 

150 


150 

3% 

75,000 

$ 1,075 


$ 1,075 

11 

100,000 

4,800 


4,800 

28 

150,000 

5,600 

500 

5,100 

30 

250,000 

47,700 

$ 2,400 

45,300 

30 

500,000 . ..... 

126,500 

10,000 

116,500 

32 

1,000,000 

304,500 

33,200 

271,300’ 

37 

5,000,000 

2,430,400 

391,600 

2,038,800 ! 

63 

20,000,000 

13,742,000 

2,666,800 

11,075,200 

77 


® The net estate given above is before a specific exemption of $60,000, ap- 
plicable to all residents, citizens, and aliens. 

^ Credits for state taxes are based upon the 1926 exemptions and tax rates. 
Under 1946 laws noni^esident aliens have an exemption of $2,000. 
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abandoned the practice of levying no death taxes. Thus, the 
credit reduced interstate differences in the taxation of the estates 
of wealthy individuals. But the credit is out of date in terms of 
current Federal estate taxation, and needs to be revised and 
brought in line with present levels of such taxation. Estate taxes 
imposed by 1946 Federal laws, together with the effect of the tax 
©redit on Federal tax liability, are given in Table 23 for estates of 
selected sizes. 

Because of the large exemptions which the Federal estate tax 
has always permitted ($60,000 in 1946) and the many loopholes 
which have been available for avoidance of the tax, a relatively 
small number of estates have been filed for Federal taxation. 
Such estates ( for citizens and resident aliens ) reached a peak of 
17,642 for the (calendar) year 1938, and totaled 16,030 in 1943 
when tax liability, before tax credits, was 363.4 million dollars. 

Development of state death and gift taxation. While state 
inheritance taxes date back to a Pennsylvania law of 1826, early 
laws were poorly drawn and administered. The foundation for 
present state death taxes was laid by New York in 1885 and by 
Wisconsin in 1903. Carefully drawn and effectively adminis- 
tered, the New York tax first applied only to collateral heirs — 
those not closely related to the deceased — and was imposed at a 
flat rate. Although the law was extended in 1891 to direct heirs, 
the Wisconsin law of 1903 was a further step applying progressive 
rates to inherited shares of an estate. The New York law of 1885 
was followed by 20 new state inheritance taxes between 1885 and 
1900. A further stimulus to state death taxes was given by the 
Wisconsin law. In 1916, when the present Federal estate tax 
was adopted, 43 states had some form of inheritance or estate 
taxation. By 1927, after the adoption of the Federal credit al- 
ready explained, 47 states (all except Nevada) were using some 
form of death taxation. From 1933-1942, 12 states enacted gift 
taxes, the primary objective being to check avoidance of death 
taxes imposed by the states. Death and gift taxes reached their 
maximum importance in state tax structures in 1931, when they 
produced 9.2 per cent ( 187.1 million dollars) of state tax revenue. 
Even though the most common form of state death tax is the in- 
heritance tax, a recent summary indicated that the states ‘em- 
ployed several combinations of death taxes (as of 1941). The 
following groups stand out: (1) 7 states had an inheritance tax 
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only; (2) 29 states had an inheritance tax, plus an estate tax; (3) 
7 states had only an estate tax designed to obtain only the maxi- 
mum credit for Federal taxation established by the 1926 law; (4) 
4 states had special types of inheritance taxes, estate taxes, or 
both.^ 

Incidence and Annual Burden of Death and Gift Taxes 

The incidence of taxation has received general discussion in 
Chapter XII and will only receive special application to the case 
of death and gift taxes here. Death taxes fall on the ( estate of ) 
the deceased under an estate tax to the extent that an individual 
has anticipated such taxes and has provided for them in advance 
by taking out insurance to cover their payment. Under an 
inheritance tax, they fall on the various recipients of the dis- 
tributive shares in an estate. Gift taxes clearly fall on the donor. 
In none of these cases, all of which involve transfer of property 
without directly involving price transactions, does the oppor- 
tunity for tax-shifting arise.® The incidence may be partly with 
the donor and partly with receivers but not with outsiders. 

We noted in Chapter XIII, however, that inheritances and gifts 
could reasonably be included in a definition of taxable income. 
Nicholas Kaldor has suggested procedures by which death taxes, 
payable tmder a separate schedule of tax rates, might be stated in 
terms of the annual income burden of such tax payments.® These 
procedures essentially involve an estimate of maximum annual 
burden and minimum annual burden of future estate taxes. The 
estimate of maximum annual burden assumes efforts to maintain 
the net value of the estate constant over successive generations, 
through the use of insurance to cover probable estate taxes. The 
estimate of minimum annual burden assumes no net saving during 
successive generations, so that the amount of the estate decreases 
with successive transfers. 

Kaldor s estimates of present annual burdens assume an interest 
rate equivalent to the actual annual yield of estates subject to tax 
returns. A method similar to Kaldor ’s has been applied in esti- 

^ See Fiscal Relations Report, page 473. 

® An opportunity for partial shifting of the tax may be present where insurance 
is taken out, since state jurisdictions typically impose a 2 per cent tax on gross 
premiums of insurance companies. 

®See N. Kaldor, “The Income Burden of Capital Taxes/' Bevieto of Economic 
Studies, Vol. IX, No. 2 (Summer, 1942), pages 138-157. 
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mating the present annual burden of Federal estate taxation in 
this country. (See Table 25.) The calculations in Table 25 
have been based on 1946 tax rates and assume that suflBcient 
annual savings are made to maintain the value of the estate trans- 
ferred to the next generation. 

Tax rates might be such that for large estates annual savings to 
maintain the value of the estate would not make economic sense. 
Additional saving would reduce the annual net income of the 
estate (after taxes). At this “critical” point (Kaldor’s termi- 
nology), annual savings for the benefit of the succeeding genera- 
tion would not be further increased.'^ 

Main Issues in Death Taxation 

Apart from questions of incidence, and of tax avoidance, death 
taxation has been the subject of much controversy in public 
finance. Those favoring a prominent role for death taxes in the 
tax structure contend that: (1) most of the factors which are 
favorable to the accumrdation of capital operate in spite of death 
taxes; (2) relatively high death taxes tend to increase equality of 
opportunity among members of a new generation; (3) inheritance 
taxes faU on imearned income, which should be heavily taxed; 
(4) limitation in the inequality of wealth (and of income) is 
itself a desired end. Most of the arguments against effective 
death taxation center around counterattacks on the arguments 
which have just been enumerated. 

In examining these major argmnents for effective death taxa- 
tion, we may first note that there are several factors which con- 
tribute to accumulation of a fortune. One is the economic, desire 
itself to build up a substantial fortune. Incentives to accumulate 
personal capital are probably less disturbed under death taxes 
than under income taxes. While the latter reduce the net 
product of current economic activity, death taxes are typically 
regarded as a much more remote event. Except for provision 
for one’s family in the future, which can be handled rmder death 
tax exemptions or by techniques such as insurance, most people 
are relatively indifferent as to what happens after death, and their 
current economic efforts will not be much affected by the pros- 
pect of a heavy death tax at some remote time in the futuiie. 
While it is clear that death taxes do cut into savings, there is no 

^ Refer to N. Kaldor, Income Burden of Capital Taxes/' pages 138-157, 
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income tax) 

1 necessary to 
pay estate taxes 
<k leave net 
estate in col. 3° 




22.82 1 

138.19 1 

, 546.54 1 

1 993.22 1 

1 1,503.25 ! 

1 5,155.65 1 

CO 

00 

cd 

i> 

CO 

ct 

rH 

1 27,728.75 

112,883.24 

Effective estate 
tax rates 




6? 

CO 
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8,606 1 
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1 61,853 1 
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1 1,726,822 

7,029,860 
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necessary to 
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(col. 3) and 
pay estate taxes 

000*01 t 

o 

o 

o 

o' 

CO 

« 

o 

o 

o 

0 “ 

lO 

78,375 1 

116,425 1 

204,453 1 

297,178 1 

1 397,206 1 

05 

00 

th' 

1 2,099,055 1 

3 

rH 

00^ 

CO*' 

11,282,935 
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necessary to 
yield gross in- 
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(3% yield) 

$ 10,000 
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I 50,000 1 

1 76,954 1 
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i> 

1 235,325 1 
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Annual gross 
income necessary 
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(1946 personal 
income tax 
rates) 

o 

o 

CO 
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« It is assumed that saving is spread at the same rate over a 35 year period and invested at 3 per cent interest compounded an- 
nually. Calculations are based on 1946 tax rates. 
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evidence that such taxes have produced a scarcity o£ capital for 
new investment. Much saving by higher-income groups is done 
quite automatically, after desired consumption purchases have 
been made. Further, our attention in the United States since 
1930 — except for the years of World War II — has been directed 
increasingly to the probability that current savings may be exces- 
sive compared to investment opportunities "vvhich are considered 
profitable by new borrowers. 

In the appraisal of the factors affecting capital accumulation, 
too little emphasis has been placed on such noneconomic factors 
as the desire for power and position which accompany command 
over large fortunes. 

Effective death taxes, imposed at steeply progressive rates on 
fortunes of large size, would greatly increase relative equality of 
opportunity among new contestants for economic prizes in a new 
generation. There seems no good social reason why one person, 
because he has been fortunate enough to inherit ownership or 
control over a large capital fund, should be given a substantial 
“ruiming head-start” over another person with equal ability in 
business operation and management. Of course, to implement 
successfully something like an equal basis for equal talent would 
also require similar opportunity under our educational system for 
advanced training in business and professional techniques for any 
two persons of equal potential talent and skill. (Refer to Chap- 
ter X.) 

Effective death taxes would penalize mere status in society, 
arising from windfall inheritance of wealth. Granting social de- 
sirability of a reasonable degree of provision for the immediate 
family of a deceased, heavy death taxes above such permitted 
exemptions would recognize that recipients of inherited wealth 
have done nothing to deserve a substantial share of the total eco- 
nomic product of society. It would also recognize that, simply 
as inheritors of wealth accmnulated by members of a previous 
generation, the recipients have demonstrated no special ability to 
administer and conserve the assets which they have received. 
They have not demonstrated that their management of the 
property would be more productive than other managements. 
Studies which have been made, in fact, indicate that special 
talents of business leadership and administration have not often 
been passed on within the family. 
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A strong reason for effective death taxation at steeply progres- 
sive rates is to limit the concentration of wealth and income in 
society. Limitation of economic inequality has been accepted as 
a major economic objective of policy throughout this book. Most 
of the problems in connection with it have been taken up in 
Chapter X, and our only effort here is to apply the criterion to 
progressive death taxation. The problem of application is less 
simple than it may sound. It is true that payment of a stiff 
estate or inheritance tax may require receivers to liquidate part 
of their inherited assets in order to pay the tax. But it is also 
true that sale of such assets will probably be made to other 
wealthy individuals or corporations which have Hquid assets 
which they may wish to invest. Hence, payment of death taxes 
may simply involve the transfer of assets to other wealthy indi- 
viduals or to a corporation where the amount of assets held is 
substantial. 

To the extent, however, that death taxes are really effective in 
dispersing a particular concentration of wealth with the transfer 
of property from one generation to the next, available funds for 
investment will come partly from the capital accumulated by the 
current generation rather than more largely from capital passed 
on from the past generation. The fact that present inequality in 
the ownership of property may not be reduced by death taxes 
does not necessarily reflect the failure of death taxes to hmit the 
amount of property which one individual may pass on to his heirs. 

Those who are critical of death taxes direct their- attention prin- 
cipally to the arguments for death taxes which have already been 
presented. The charge that death taxes consume capital has 
been made, but probably the only point that 'will stand test 
here is that such taxes do tend to reduce fimds available for new 
investment more than taxes mainly on lower-income groups who 
necessarily cannot save much. It has already been pointed out 
that death taxes probably interfere less with motives for current 
saving than do income taxes. 

It has been contended that, by brealdng up large accumula- 
tions, death taxes tend to make other savings sterile. The funds 
of large-capital owners complement the funds of small-capital 
owners. It is from the large accumulations that risky invest- 
ments may be made. These accumulations may be supple- 
mented by funds of small-capital owners. But, if it were not for 
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the large accumulations, small-capital owners would not be able 
to invest their savings as effectively as when they are com- 
bined with those of large-capital owners. The writers, however, 
do not believe that this possibihty is important enough to war- 
rant abandoning substantial death taxes. 

It has been contended that death taxes operate to break up ef- 
fective productive imits, but our death-tax laws provide tech- 
niques whereby the effect of death taxes on a particular produc- 
tive unit may be “cushioned.” One technique is for the taxpayer 
to take out life insurance payable to his estate at death: this 
provides an opportunity for the special accumulation of liquid 
assets available for death taxes. Another is the paying of death 
taxes on the installment plan over a period of years: up to ten 
years in the case of the Federal estate tax. In addition, many 
business units today are owned through capital shares of a cor- 
poration, which may be widely held. A change in the ownership 
of these shares need not affect corporate management. Finally, 
past studies indicate that business talent and initiative are often 
not handed down with the bequest of property, and that some 
pressure on members of a new generation to undertake new busi- 
ness enterprises may be socially desirable. 

There is a miscellany of arguments against death and gift tax- 
ation. It is contended that heavy death and gift taxes which fell 
on philanthropic gifts or bequests for charitable, educational, or 
religious purposes would lessen private philanthropy. This 
would probably be true, since such gifts and bequests are now 
exempt from gift and death taxation. The attitude on extension 
of gift and death taxes to cover these bequests and gifts will 
depend largely on pohtical attitudes toward the relative roles 
which the public and private sectors of the economy should play 
in making assets available for educational and charitable pur- 
poses. It is also contended that death taxes work against the 
maintenance of family welfare, but this is not necessarily so if 
such taxes provide substantial exemptions for family members 
closely related to the deceased, and especially for a surviving 
wife. 

Finally, it is argued that death taxes encourage individuals to 
avoid risk-assumption in new enterprises by bringing about the 
holding of large estates in liquid form for the purpose of meeting 
expected taxes. To the extent that there is widespread prepara- 
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gether with the rate structure, to make gift-tax liability in 1946 on 
a base of $1,000,000 only about 51.5 per cent of the maximum 
estate tax liability on the same base. 

An example will illustrate. Let us assume that an individual 
in 1942 had $1,000,000 which he could give away or make sub- 
ject to an estate tax later. Let us assume no changes in the pro- 
visions of the estate and gift taxes in the following ten years, and 
that he dies in 1954 wnth enough additional assets to provide for 
the settlement of the estate at that time though still leaving the 
net estate at $1,000,000. We will also assume that his bequests or 
gifts are not for philanthropic purposes which, rather broadly 
interpreted, are exempt from either gift or death taxes. 

Under the Federal estate tax, his estate will have a specific 
exemption of $60,000. On the Remaining $940,000, a total estate 
tax of $303,500 will be imposed, at a top marginal rate of 37 per 
cent. If, on the other hand, he gives away his $1,000,000 dur- 
ing his lifetime, he is entitled to an outright exemption of $30,000 
plus $3,000 a year for gifts made to any one individual. If he 
makes ten such annual inter-vivos (among the living) gifts be- 
fore he dies, his total cumulative gift-tax exemption will be $60,- 
000. If, before he dies, he then gives away the remaining $940,- 
000, his gift tax, calculated after deduction of the original tax 
of 27f per cent on the highest marginal portion of the $940,000 
will be $156,302 or only 51.5 per cent of what his estate tax would 
have been. 

This is only a hypothetical example. If the individual wishes ‘ 
to combine taxable gifts and bequests and philanthropic gifts or 
bequests, he can reduce the tax on his $1,000,000 of assets to a 
much lower total than his gift tax itself, as given above, would 
be. There may be only one possible limitation in his plans. The 
Federal estate law provides that gifts “in contemplation of death” 
are to be included in taxable estates, and the Bureau of Internal 
Revenue may try to show that some of his gifts made shortly be- 
fore death fall in this category. But government units have 
never been very successful in proving “presmnptive” contempla- 
tion in the courts, and the Supreme Court has held xmconstitu- 
tional any attempts to define gifts within some definite period 
before death as constituting conclusive “presumption.” The only 
answer to this particular problem of tax avoidance is to use fuUy 
integrated death and gift taxes, with the same base (using aU 
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transfers by death or gift), one set of exemptions (which should 
he cumulative with gifts given before death), and one rate sched- 
ule. 


Effects of Available Legal Devices on Tax Avoidance 

A second major loophole to avoid estate taxes is found in a 
whole series of legal devices, especially the so-called “life-estate- 
remainder” combination, powers of appointment by an estate 
owner for subsequent disposition of his property, and revocable 
ti'ust funds. These looplaoles have recently been subjected to 
careful, critical analysis by Professor Groves.® He found in the 
life-estate-remainder sequence the legal possibility of avoiding 
death taxes on transfers of property every other generation, since 
A can leave property to B for life, with remainder after B’s life to 
go to C, with only an initial death tax on the transfer of property 
of A to B. He also foimd in powers of appointment, rapidly de- 
veloped in recent years, the possibility of avoiding death taxes 
every other generation. For example, A can leave property to 
B, with the power to appoint control over disposition of the prop- 
erty to B’s children, whom we will call C. Federal estate tax 
would apply to the transfer of property to B, but not to C. 

The only thorough solution to the loopholes which Professor 
Groves found is the use of a fully integrated death and gift tax, 
applied to all successive transfers of property, except to the ex- 
tent that such transfers are specifically exempt from taxes under 
income-tax, gift-tax, pr estate-tax exemptions. There is prece- 
dent for a more rigorous application of death-gift taxes than we 
have applied under property laws in this country. All successive 
property transfers as a result of death are subject to death taxes® 
under English laws. 

This brings its to a brief discussion of the trust fund and its use 
to create legal loopholes for the avoidance of estate and gift taxa- 
tion. Many of our legal loopholes have been provided through 
the trust-fund device, especially the revocable trust fund and uses 
of powers of appointment in trust funds in recent years. A trust 

®See his Postwar Taxation and Economic Progress, Chapter IX. 

® Stricter application of an integrated death-gift tax should allow for possible 
inequities which may arise due to successive transfers of property within unex- 
pectedly short periods of time, such as an accident which may kill members of 
three or more generations at ibe same time. Present Federal laws exempt from 
estate tax a second transfer of property which is made within five years or a pre- 
ceding transfer. This principle might be retained, although refined. 
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fund itself is a device under which one person (the creator) 
transfers title to another individual, individuals, or institutions 
(the trustees) for the benefit of a third individual or group of in- 
dividuals (beneficiaries). Such arrangements have been estab- 
lished in about as many ways as legal ingenuity has been able to 
devise. Some trust funds are irrevocable; others may be revoked 
within the lifetime of the creator, if he so desires. Some trust 
funds may be set up so that the benefit, or income, goes to the 
beneficiary immediately. In others, the trust fund creator may 
retain a life interest in the property, with income going to the 
beneficiary only after death of the creator. 

In an effort to keep up with those lawyers who devise trust- 
fund arrangements. Congress has made irrevocable trust funds 
with benefits reserved to the creator subject to estate taxation. 
In general, revocable trust funds are also taxable, but the issue as 
to whether or not a given trust fund is revocable is unsettled. 
There are still ways in which such trust funds can be established 
so as to avoid estate taxes or to take advantage of much lower 
gift taxes which exist. Furthermore, if a trust fund is established 
for some philanthropic purpose within the meaning of the law, it 
is entirely exempt from estate or gift taxes. 

As in the case of the life-estate-remamder combmation and the 
use of powers of appointment, application of a fully integrated 
death-gift tax to successive transfers of property is probably the 
only solution to the problem of tax avoidance through trust funds. 
Use of an integrated death-gift tax, it has been pointed out, would 
permit the creators of trust funds to accomplish desired objectives 
in the disposition of property, without special attention to possible 
tax liabihty, although they would stiff, have to decide the time at 
which death or gift taxes would be paid. One problem of public 
pohcy in the use of trust funds is to decide whether gifts and be- 
quests for philanthropic (charitable, reffgious, and educational) 
pmrposes should continue to be exempt from death-gift taxation. 

This brief outline of present deficiencies in the use of Federal 
death and gift taxes, together with the high exemptions which are 
permitted under both taxes indicates the principal factors which 
have made these levies produce relatively low yields. In 1926, 
when estate-tax exemptions were $100,000 and tax rates were 
much lower than in 1946, Professor Shiiltz estimated that at least 
a quarter of the property of decedents was being transferred 
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through the use of life-estates with remainders.^® This legal de- 
vice has permitted the avoidance of death taxes every other gen- 
eration. With the availability of this and other legal devices in 
1946, when estate-tax exemption was $60,000, it is probable that 
most estates of decedents over $60,000 which are subject to full 
estate taxes are those where death has come unexpectedly so that 
potential taxpayers have not had time to put their legal houses in 
order. 

Problems of Multiple, Interstate Taxation 

It was pointed out earlier that state death (or death and gift) 
taxes are found in 47 states and that, historically, the develop- 
ment of state death taxes preceded the permanent development 
of Federal death taxation. Moreover, apart from state estate 
taxes to take advantage of the Federal credit established under 
the 1926 law, the states have primarily developed inheritance 
taxes, as contrasted with estate taxes. We earlier found inherit- 
ance taxation to be a tax instrument which was more adaptable to 
the taxation of shares in an estate received by heirs of varying dis- 
tance of relationship to a decedent. Partly because of priority in 
time of development, partly because property is actually trans- 
ferred under the property laws of the states, and partly because 
the states have concentrated on inheritance taxation as a t^e of 
death tax, there have been proposals from time to time that the 
Federal government should leave the field of death taxation to the 
states.^^ 

• Despite these proposals, death (and gift) taxation has become, 
to an increasing degree, more important as a source of revenue to 
the Federal than to state governments. In 1946, death and gift 
taxes supplied more than 4.7 per cent more revenue to the Fed- 
eral than to all state governments. The Federal government, in- 
deed, seems to have important advantages over state governments 
in the use of these taxes. It does not have the problems of de- 
termining jurisdiction for tax purposes which the states have. It 
has the possibihty of administrative economy and efficiency. By 

“William J. Shultz, The Taxation of Inheritance^ Chapter XIV, page 231, 
Boston: Houghton Mifflin Co., 1926. 

^^See the stand taken by the National Tax Association in 1925 and by former 
Secretary of the Treasury Andrew Mellon, in Hearings, Revenue Revision, 1927- 
28, House Ways and Means Committee, 69th and 70th Congress, page 13. This 
same attitude has been taken recently by a committee in which R. Magill and H. 
Lutz have been prominent. 
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modernizing the out-of-date 1926 state tax credit against Federal 
tax liability, it could greatly increase the uniformity in state 
death-tax rates, and reduce remaining tendencies of individuals 
to migrate from one state to another in order to reduce tax 
liability. 

Jurisdictional problems center largely about the taxation of in- 
tangible personal property such as securities. It is quite well 
estabhshed that transfers of real estate are taxable by the state 
in which the property is located, and that tangible personal prop- 
erty is taxable where it is situated or is customarily kept by one 
who dies. Intangible property, however, may be subject to death 
taxes by two or more states. For instance, it is taxable -by the 
state where the deceased taxpayer was making his home at time 
of death, and also by other states rmder the protection of whose 
laws such property has come. The securities of a person who has 
been residing in New York state, but has been keeping these 
securities in a safety deposit box in Pennsylvania are subject to 
state deatlr taxes by both states. If Delaware incorporated the 
company which issued these securities, it can also tax the transfer 
of such securities by the nonresident who lived in New York state. 
This situation is not only inequitable among individuals, but could 
be solved if Congress would prescribe a few jurisdictional rules 
as to the taxable situs of intangible property for purposes of death 
taxation. 

To the extent that Federal administration of death taxes could 
be substituted for the 47 state administrative agencies in this 
field, a real economy of resources as well as an improvement in ef- 
ficiency would be achieved. Several years ago, Heller and Har- 
riss formd that “among major State taxes none is more poorly ad- 
ministered than the death tax, whether judged by principles of 
organization, by equity of apphcation, or by available quanti- 
tative measures.” Substitution of Federal for state administra- 
tion, of course, would be considered as interference with the 
sovereignty of states, and so is subject to political limitations. 
But such Hmitations might be partially overcome, and a closer 
coordination between Federal and state death-tax administra- 
tions might be secured if the now put-of-date Federal credit 

^See Walter W. Heller and C. Lowell Harriss, ^*The Administration o£ State 
Death Taxes/' lotoa Law Review, Vol. 26, No. 3 (March, 1941), pages 628-673. 
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for state death taxes were brought in line with current rates of 
Federal taxation. 

A recent study of Federal, state, and local fiscal relations indi- 
cated that the Federal estate-tax credit for estates of all sizes had 
dropped from 80 per cent of the tax levied by the Federal gov- 
ernment at 1926 rates to about an 11 per cent average of the 
estate taxes collected in 1939 (calculated at 1941 rates).^® The 
same study recommended that the credit should be revised as a 
consequence of additional Federal estate taxes imposed after 
1926, and in general, that such credit in the future should repre- 
sent some proportion of current Federal tax liability. The ob- 
jective of upward revision of the tax credit was to increase state 
revenues from the use of such revised credit to the point where 
nearly all the states would find such revenues more than adequate 
compensation for state death-tax revenues separately imposed. 
On the basis of 1941 rates, the study proposed a Federal credit 
for state taxes of 50 per cent of Federal tax liability on net estates 
not over $100,000 and 25 per cent on the amount of net estate 
exceeding $100,000, with a reduction in specific exemption and 
insurance exemption to $20,000 each.^* Variations in state 
death taxes have continued to be great, in spite of previous 
tendencies toward uniFormity brought about by the first Federal 
tax credits ia 1924 and 1926. An impubhshed Treasury study of 
1937, quoted in the Fiscal Relations Report, indicates that in that 
year effective state death-tax rates on an estate of $1,000,000 for 
a group of selected states, varied from 3.24 per cent in Peimsyl- 
vania to 11.05 per cent in North Dakota.^® 

It is to be hoped that modernization of the death-tax credit will 
induce the states to withdraw from separate death taxes and ad- 
ministration of such taxes. However, additional Federal tax 
credit should be accompanied by a requirement that the states 
accept Federal determination of domicile and distribution for 
estates which are interstate in nature, for purposes of determining 

“ See “Federal, State and Local Government Fiscal Relations,” page 487. 1941 

Federal rates were still in effect in 1946, although the specific Federal exemption 
was raised from $40,000 in 1941 to $60,000 in 1942. 

“See Fiscal Relations Report, page 489. The insurance exemption was abol- 
ished In 1942. 

“ State death-tax rates and exemptions on property transferred at death have not 
changed in many of the states since this study was made. . 
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the distribution of Federal credit on any given estate which may 
be due the states involved. 

Other Problems of Death Taxation 

One of the problems of equitable death taxation is the valua- 
tion of assets of the decedent. In the early provisions of Federal 
estate-tax laws, after 1916, assets were valued at time of death, 
but this sometimes placed an excessive burden’ on the estate, 
when large blocks of securities had to be sold at one time, and 
could temporarily “break” current market values. In the early 
years of the thirties, security values were falling so rapidly that 
reahzed value from their sale was sometimes insufficient to meet 
estate taxes which were levied. One observed result was a tend- 
ency, particularly for larger estates, to shift from stocks to bonds. 
This development was definitely against the broad social interest 
of having substantial savings invested in the development of 
newer, if riskier, enterprises. 

Federal laws and regulations in effect in 1946 attempted to re- 
move tax considerations which led to increased liquidity of estates 
by giving executors of estates up to a year after death of the 
former estate owner in which to dispose of assets for tax purposes, 
including the option of choosing the time when assets should be 
liquidated for purposes of meeting tax liability. Such liquidated 
assets (as of 1946) could be valued, in the option of the executor, 
as of time of death or actual disposition. In the opinion of some 
tax experts, however, the period of time permitted for Hquidation 
and valuation of assets after death of an estate owner should be 
extended to cover several years in order to reduce the practice of 
getting estates into liquid condition in anticipation of death. 

Recent critical analyses of Federal estate and gift taxation sug- 
gest, among other things, that: ( 1 ) the present specific exemption 
of $60,000 should be replaced by varying exemptions for widows 
a.nd dependent children, available only at time of death of the 
estate owner. The writers do not anticipate that the Federal 
government will, after more than 30 years, abandon the use of 
estate taxation for the use of inheritance taxation, even though 
the latter is probably socially superior as a form of death tax. 
(2) Total exemption should be greatly reduced, to make subject 
to taxation at relatively low rates estates which are worth less 
than $60,000. The recommendation for a reduction to $20,000 in 
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specific exemption for purposes of Federal-state coordination of 
death taxation has already been noted. (3) The prevailing ex- 
emption of bequests or gifts designated as charitable should be 
carefully supervised to minimize abuses in such bequests or gifts 
when some control over such estates may remain in the hands of 
the descendants. (4) More attention should be given to the pos- 
sibility of taxing death transfers of property according to the 
length of time which has elapsed since tihe previous transfer. 
One suggestion is that the present exemption from estate tax 
where additional transfers (beyond the first) are made within 
five years might be refined to weight the age dififerentials between 
the donor and the heirs. For instance, the proportion of estate 
exempt from transfer tax might vary inversely with the age 
differences between the deceased and the heir (or heirs) of the 
estate, or the proportion of the estate exempt from taxation might 
vary inversely with the age of the heir (or heirs). 


Summary 

1. Death taxes and fully integrated gift taxes may he used to achieve 
several desired social ends. They can be used to improve equal- 
ity in opportunity for individuals of similar talents. Death and 
gift taxes probably do not interfere with incentives to accumulate 
capital as much as do income taxes. They can be used to limit 
inequalities in wealth and income when imposed at progressive 
rates. 

2. Death taxes are either (a) estate taxes, levied on the entire estate, 
after specified expenses -connected with its transfer from decedent 
to heir(s), and some specified exemption(s) from taxes; or 
{h) inheritance taxes, levied upon distributive shares of an estate. 
The Federal government uses the former type of death tax, sup- 
plemented by a gift tax, while the states use primarily the latter 
type. 

3. The incidence of death taxes is either on the estate of the dece- 
dent, if he has made advance savings to pay such taxes, or upon 
the recipients of inherited shares in an estate. It is possible to 
state the ratio of potential death taxes in terms of an annual in- 
come burden on income from the estate upon which such taxes 
may be imposed. 

4. Our death and gift taxes (1946) are relatively ineflBcient in ac- 
complishing desired social objectives. This is due to the incom- 
plete integration of the estate and gift tax and to various legal 
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devices which make it possible to avoid death and gift taxes every 
other generation. In addition. Federal estate and gift taxes have 
such high exemptions that most estates transferred do not become 
subject to Federal taxation at all. Just prior to our entrance in 
World War II, such taxes provided only 4.27 per cent of total tax 
revenue. 

5. Despite certain claims of the states to the field of death taxa- 
tion, the superiority of Federal taxation of the transfer of 
property by death or gift is widely accepted. Such superiority 
is due to a number of factors: {a) the problems of interstate juris- 
diction of property for taxation are not present in Federal taxa- 
tion; {h) state death-tax administration is relatively inefficient and 
overlapping; (c) the revision of the Federal tax credit against 
state death and gift taxes, established in 1924, but unchanged 
since 1926, would induce greater uniformity in state death taxes, 
and reduce still-existing incentives to migrate from one state to 
another to avoid state death taxes. 

6. Modernization of the existing Federal tax credit to the states 
should not only increase it substantially, but the credit should be 

. kept uniform by restatement under each successive Federal re- 
vision of estate and gift taxes. One effect might be to cause 
many states to cease efforts to apply and administer separately 
their own death taxes. 

7. Critical attention should be given to various other problems in 
Federal death taxation. Among them, consideration should be 
given to extension of the time at which the executor of an estate 
must value the assets of the estate. 
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CHAPTER XVIII 


SPECIAL-BENEFIT REVENUES 

S PECIAL-BENEFIT revenues presumably represent revenues 
received by government from the dispensation of public 
services where the benefits go largely to the users of these services. 
Such revenues include ( 1 ) receipts from the sale of public serv- 
ices ( that is, the gross revenues of public enterprises ) , ( 2 ) taxes 
collected to finance highways, (3) taxes levied to finance public 
social-security programs, and (4) such nontax revenues as spe- 
cial assessments, fines, licenses, and fees. 

The concept of a tax as a special-benefit levy is one that is rela- 
tively new and has only gradually been incorporated into public 
thinking about taxes. Acceptance of the special-benefit levy in 
the tax system has been speeded by the imposition of highway 
and social security taxes. The long-accepted concept of it as a 
tax confined it to a compulsory lev}' to finance general govern- 
ment functions, without reference to special benefits received. 

Special-benefits revenues are a much larger part of the public 
economy in the United States than is generally believed. In 
1941, when the Bureau of the Census made a thorough investiga- 
tion of how Federal, state, and local governments 4re financed in 
the United States,^ about 58 per cent of state-raised government 
revenue and 25.5 per cent of locally raised government revenue 
had a special-benefit character. In 1945, when total tax and non- 
tax-revenue receipts of the Federal government were 46.8 bilHon 
dollars, about 9 per cent of Federal revenue was derived from 
special-benefit sources. For any given recent year, the United 
States post-office has been among the 12 largest business enter- 
prises in the United States as measured by volume of sales. Its 
receipts in (fiscal) 1945 exceeded $1.1 bfilion. A summary of 
special-benefit in relation to general government reverfUe is given 
in Table 26. 

^See Financing Federal, State and Local Governments, 1941, Bureati of the 
Census, Washington, D, C., 1942. 
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Table 26 

Special-Benefit Revenues in the Public Economy of the United States" 


(in millions of dollars) 


Type of Revenue 

Unit of Government 

Federal {1945) 

State {1941) 

Local {1941) 

1. Social Security Taxes 

$1,780,000 

$ 901,363 

$ 4,992 

2. Levies on Highway Vehicles 
and Users 

(b) 

1,452,01R 

30,800 

3. Revenue from public Enter- 
prises (Gross) 

1,347, 309^^ 

283,015 

873, 577" 

4. Service Charges for Current 
Services 

118,696 

207,004 

330,382 

5. Revenues from Use of Pub- 
lic money and property-^ .... 

682,856 

149,907 

106,818 

6. Licenses Offsetting Services 


33,926 

50,020 

7. Special Assessments 

8. Penalties and Others 

153,054 

40,183 

102,121 

51,177 

9. Total Special-Benefit Reve- 
nue 

4,081,915 

3,067,409 

1,549,887 

10. Total Revenue from Uwn 
Sources 

45,317,655 

5,299,164 

6,069,831 

11. Per Cent of Total Revenue 
Made Up by Special-Benefit 
Revenue 

1 

9.0% 

57.9% 

25.5% 


° Unless otherwise indicated, state and local data for 1941 are derived from 
Financing Federal, State and Local Governments, 1941, Bureau of the Census, 
1942 and the Annual Report of the Secretary of the Treasury 1945. Repayment 
of loans and reimbursements are excluded. Federal and most state and local 
data are on a cash basis. 

^ Federal tax collections of $755,171,000 on gasoline, motor vehicles and ac- 
cessories, and auto use are excluded from special-benefit revenues for reasons 
noted in the discussion. 

Data on state motor-vehicle levies are for calendar year 1941, and were taken 
from Public Ronds. Vol. 73, No. 5 (July-September, 19.42), pages 100-102, and 
No. 6 Oclobci-Dov'ombor, 1942), pages 137-140. 

This was the gross revenue of United States Post Offices in 1945, as given 
in the annual statement of the Postal Department, 1945, page 100, plus $152,- 
611,000 in public-power revenues and 381.821,000 in interest and charges for 
loan services of agencies of the Farm Credit Administration, 

^ These are the amounts of the gross revenues of state and local enterprises. 

^ Includes profits and seigniorage from operation of mints, interest, rents, 
royalties, dividends, and sale of Federal government products and property. 

0 Includes fines, forfeits, escheats, and donations in the case of state and local 
governments, plus miscellaneous revenues in the case of the Federal govern- 
ment. 


Highway Revenues 

State taxation of highway users developed with the coming of 
the motor vehicle era. These taxes grew from relatively little in 
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1915 to the largest source of state revenue in the years preceding 
our entry into World War II. Then- growth was facilitated not 
only by the demand for better roads for motor vehicles, but by 
general agreement that the motorist should pay his share of the 
expense of road improvement. As they existed in 1941, state 
highway taxes consisted of three main taxes: (1) taxes on the 
use of motor fuel which varied from to 7^ per gallon (averag- 
ing about 4^ ) among the 48 states ( and the District of Colum- 
bia); (2) taxes on vehicle registrations which were progressively 
heavier for passenger cars, trucks and tractor-trucks, and busses; 
(3) special taxes on vehicles used in commercial highway trans- 
portation. 

85.5 per cent of state highway revenues were devoted to high- 
way purposes. A few states, especially New York, devoted sub- 
stantial amounts of highway taxes to other purposes. With- 
out cormting the highway revenues diverted ^ to other purposes 
by New York in 1941, 89 per cent of state highway revenues was 
used for highway purposes. By 1941, a relatively few local gov- 
ernment units had applied special motor vehicle taxes, as Table 
26 indicates. A summary of state motor vehicle levies and their 
disposition is given in Table 27. 

The Federal government began a system of grants-in-aid for 
state highways (and subsequently for secondary farm-to-market 
roads') in 1916 and has continued these aids -to the present time. 
During the period 1917-1945, the Federal government provided 
about 3.1 biUion dollars to the states, principally for state high- 
way construction (in addition to several billion dollars expended 
on roads by Federal work relief agencies from 1933-1941). For 
most of these grants, prerequisites for Federal aid were (1) that 
the states must supply funds to equal Federal grants and (2) that 
construction standards for projects receiving Federal aid must 
be maintained at a Federally defined level. Over that period 
(1933-1941), the Federal government levied and collected suf- 
ficient taxes on vehicles, vehicle parts, and vehicle use to more 
than cover these grants, but there is no clear evidence that such 
taxes were imposed for the purpose of providing Federal aid, and 
they have not been included in special-benefit revenues.® Fed-' 

® Refer to pages 380-81 for a discussion of diversion of highway revenues. 

’ Certain World War I taxes were imposed on vehicles and accessories, efiEective 
in 1918, and were continued through 1928. There were no new taxes on 
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Table 27^ 

State Vehicle Levies and Their Disposition 
(Calendar) 1941 


(in millions of dollars) 



Amount of 
Disposable 
Funds 

Per Cent 
of Total 

I. Type of Levy: 



a. Taxes on motor fuels 

1948,038 

65.2 

b. Vehicle registration fees 

482,834 

33.3 

c. Special taxes on motor carriers 

21,139 

1.5 

d. Total state vehicle levies 

11,452,011 

100.0 

11. Disposition of state vehicle levies: 



a. State highway purposes 

$833,289 

57.4 

5. Secondary rural roads 

295,567 

20.4 

c. City streets 

58,537 

4.0 

d. Administration . . . . i 

54,282 

3.7 

e. Non-highway purposes 

210,336 

14.5 


$1,452,011 

100.0 


« Federal taxes on vehicles and their use in 'fiscal 1941, amounting to $537,- 
530,000 have been excluded as not constituting special-benefit revenues. 

^ Sums for city streets include only specific allocations in 23 out of 49 tax 
jurisdictions. Where reported separately, funds for urban extensions of state 
trunk roads have been included under state highway purposes. ' 


eral-state fiscal cooperation in the highway field has developed 
into one of the raost satisfactory patterns of intergovernmental 
fiscal relations. But there are some valid objections to the states 
and the Federal government providing equal ftmds for Fedpral- 
aid highway projects. These objections wiU be examined in the 
last chapter of this book. 

Just before the begiiming of the last war, a number of issues had 
grown out of the expansion of highway and street expenditures 
to more than 2 billion dollars a year. Disa^eement was largely ^ 
between highway-user groups (who favored a rapid development 

vehicles and their use until the Revenue Act of 1932, and these taxes have been 
continued to the present time (1946). They were increased somewhat by the 
Revenue Act of 1942. ‘But there has never been any consistent relationship be- 
tween the size of the Federal Aid highway program and internal revenue collec- 
tions on vehicles, accessories, and vehicle use. 

^ Based on data given in Public Roads, VoL 23, No. 5 ( July— September, 1942), 
pages 100-102, and No, 6 ( October-December, 1942), pages 137-140. 
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of highways and relatively low tax levies on highway users ) and 
representatives of the railroads. The railroads, suffering from 
the expansion of highway transportation, favored a more inclusive 
definition of annual highway costs and the covering of most of 
these costs by taxes on highway users. 

The main fiscal issues which have grown out of the expansion 
of highway expenditures are these: (1) What is the nature of 
highway costs? (2) How should such costs be allocated be- 
tween vehicle users as a group and general taxpayers? (3) How 
should highway costs borne by highway-vehicle users be allo- 
cated among various classes of vehicle users, such as private pas- 
senger cars, auto trucks, and busses? (4) What principles 
should determine the distribution of highway revenues among 
different classes of rural-road and urban-street systems? (5) 
Should highway revenues be diverted from highway use, and if 
so, under what circumstances? ® 

Defining highway costs. The definition of highway costs is 
somewhat arbitrary. There are four interpretations of what con- 
stitutes “highway costs.” Popularly, highway costs are identified 
with all expenditures for highway purposes in a given time period 
(such as a year) and would include capital outlays, payment of 
interest and principal on debt, as well as expenditures for main- 
tenance, engineering, administration, and trafific control. High- 
way-user groups are inclined to confine highway costs to that por- 
tion of the total annual expenditures necessary to maintain the 
present plant, finance replacements, meet interest and principal 
on the outstanding debt, and cover costs of traffic control. A 
national committee of the Highway Research Board in 1929, how- 
ever, concluded that annual highway costs should be considered 
the annual sums necessary to provide full payment for the use of 
resources devoted to existing highways as against alternative 
forms of investment.® Under this concept of highway costs, 
there are included the annual sums necessary to maintain the 
present plant in a usable condition, to provide for its future re- 
placement to the extent that it is depreciated currently, and to 

® For a more detailed discussion of some of these issues, see Edward D. Allen, 
“Highway Costs and Their Allocation,” Journal of Land and Public Utility Eco- 
nomics^ Vol. XV (August and November, 1939), pages 269-276 and 404-415 re- 
spectively. 

® See “Report of the Committee on Highway Transportation Costs,” Proceedings, 
Highway Research Board, 1929, Vol. 9, Washington, D. C., 1930, pages 360-368. 
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cover interest on the entire unamortized investment (an esti- 
mate of the “opportunity costs” of these resources). Railroad 
interests have accepted this definition, but insist that cost should 
be further increased by an amount equal to taxes which otherwise 
would have been levied on this property if it had not been 
publicly owned. 

The definition of highway costs adopted by the Highway Re- 
search Board is most acceptable from an economic standpoint. 
It includes not only cash outlays for maintenance, supervision, 
and administration, but also a charge for annual depreciation and 
interest on the investment. 

Whether taxes foregone on pubhc investment in highways 
should be included as an element of annual highway cost is 
definitely arbitrary. One of the writers has concluded else- 
where that such a tax equivalent should not be regarded as one 
of the basic highway costs.^ 

Allocating highway costs between vehicle users and taxpayers. 
Taking the Highway Research Board concept of annual costs, 
how should such costs be allocated between vehicle users and 
general taxpayers? This was a central issue m at least seven 
widely publicized studies during the thirties. There was general 
agreement that most of the costs of intercity trunk highways 
should be charged to vehicle users as representing special-benefit 
costs and that a much smaller portion of the costs of streets ( ex- 
cluding city extensions of rural trunk highways) could reasonably 
be charged to vehicle users.® The many benefits derived by 
urban residents from the presence of a street system, apart from 
the use of private motor vehicles, has generally been recognized. 
There was wide disagreement, however, as to the proportion of 
costs of non-tnmk rural highways which should be charged 
against users of motor vehicles. 

Such disagreement is to be expected from the different relative 
emphases which it is possible to place on social or on special 
benefits derived from the use of a highway and street system. 


See E. D. Allen, Analysis of Highway Costs and Highway Taxation with an 
Application to Story County, Iowa, Bulletin 152, Iowa Engineering Experiment 
Station, Ames, Iowa, 1941, pages 27-28. 

® The highest proposed cost allocation to vehicle users for the use of city streets 
was 51 per cent — in a study for railroad interests. See WiUiam D. Ennis, “Motor 
Vehicle Taxation in New Jersey,’' Hoboken, N. J.: Associated Railroads of New 
Jersey, 1935, page 35. 
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An added source of disagreement has arisen from the number of 
separate investigations of the allocation of highway costs, and 
the presence (in most of them) of the influence of highway-user 
or railroad groups, interested in obtaining results favorable to 
their own special interest. One independent Federal study made 
the judgment that vehicle users have paid more than their share 
of annual highway costs.® This does not mean that vehicle-user 
charges are necessarily excessive as long as such revenues in 
excess of costs are in the future devoted to further improvement 
of widely used roads. The Federal study to which reference has 
been made indicates that about 46 per cent of total costs may 
equitably be charged to vehicle users. A study of highway and 
street costs in an Iowa coimty, conducted by one of the authors, 
indicated that about 54 per cent of total costs could be charged 
as special benefits to vehicle users.^® 

Allocating user costs among different classes of vehicles. If an- 
nual cost data were available for highways on a state-wide basis 
(which at present is not the case ) and if the special-benefit pro- 
portion were charged against vehicle users, the problem of allo- 
cating special-benefit costs of motor vehicle users among classes of 
motor vehicles would still remain. 

Two methods of cost allocation among vehicles have been fa- 
vored in discussions of highway taxation. One, the increment 
method, would charge to all vehicles an equal share in the cost 
of a basic highway adequate for such basic vehicles as private 
passenger cars. But additional costs necessary to provide an 
adequate highway for heavier and larger vehicles would be 
charged’to these vehicles. The other, the use method, would dif- 
ferentiate total charges for highway use (through gasoHne and 
vehicle registration charges) on the basis of relative use — the 
relative number of ton-miles transported in an annual period, for 
example. 

Both methods are roughly represented m the types of vehicle 
registration taxes which have been evolved in the various states. 

®See Federal Coordinator of Transportation, Public Aids to Motor Vehicle 
Transportation^ Washington, D. C., 1940, page 159. A subsequent Federal study 
(yet unpublished) has been reported to have reached an opposite conclusion, al- 
ihough the analysis has been cliallenged. 

^ See report of the Federal Coordinator of Transportation previously mentioned 
and Bulletin 152 of the Iowa Engineering Experiment Station. See also E. D. 
Allen, ‘‘Highway Costs and Their Allocation,” 
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Thus, in 1941, state motor-vehicle fees averaged $9.42 for pas- 
senger automobiles, exclusive of busses; $23.34 for trucks and 
tractor-trucks; and $50.52 for busses.^^ Fees on trucks and 
tractor-trucks varied from a relatively small amoxmt to several 
hundred dollars for larger, heavier units in most states. 

Neither method establishes a “scientific” basis of automotive 
fees in terms of current operating data on various classes of ve- 
hicles. The increment method is deficient because highw'ay 
engineers have not be^n able to agree to what extent highways 
have been constructed differently than they otherwise would have 
been in the absence of such heavier vehicles as trucks and tractor- 
trucks. The use method is deficient, not only because it assumes 
that relative use is necessarily a measure of relative benefit, but 
because its application would unavoidably lump into various 
classes vehicles which travel, on the average, with widely vary- 
ing ratios of actual capacity. 

Nevertheless, the use method, as it has been employed, has 
been administratively superior to the other methods. The nation- 
wide Highway Planning Surveys of 1935-1936 computed the dis- 
tribution of vehicle weights and indicated that the average loaded 
weight of a given class of vehicle was an important indication of 
its relative use of the highway. Such data' if kept up to date, 
could provide a reasonably satisfactory basis for imposing vehi- 
cle-registration taxes. In constructing (or reconstructing) a 
schedule of vehicle-registration taxes based on the use method, 
mileage traveled and gasoline taxes paid must also be considered, 
as the number of ton-miles per gallon of gas tends to drop 
sharply -with the increasing gross weight of the vehicle.^^ 

In addition, third-structure taxes — those imposed in addition to 
regular registration fees and gas taxes — may be required. These 
were imposed on commercial users of highways by 44 states in 
1941. Such taxes generally take the form of additional registra- 
tion fees, or taxes based on the number of ton-miles traveled. 

^Derived from data published in Public Roads, VoL 23, No. 6 (October-De- 
cember, 1942), pages 137-140. 

^An application of the work of the State-wide Highway Planning Survey was 
made in Iowa in 1939. Registration fees for trades and tractor-trucks were 
changed from a licensed capacity to a maximum gross-weight basis. These 
-changes were based on data on average loads and mileage traveled by such 
vehides, gathered by the Highway Planning Survey. Such a registration 
schedule needs to be revised from time to time, with the aid of new field data 
gathered by state highway planning authorities. 
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Political factors rather than equity, explain the customary ex- 
clusion from such additional taxes of the private vehicles of 
many businessmen (such as farmers) which are often used for 
business purposes, although not on a for-hire basis. To the 
extent that we retain separate business taxes, third-structure taxes 
on common-carriers having an exclusive franchise between certain 
points, have an added justification. Such taxes might reasonably 
be based on the net profits of such trucking or bus concerns and 
represent a partial recapture of monopoly profits which they earn. 

Disposition of highway revenues among street and road systems. 
A fourth issue in highway economics relates to the disposition of 
highway-tax revenues among the various road and street systems. 
Historically, emphasis during the motor-vehicle era has been on 
the development of an eflBcient intercity system of trunk high- 
ways, and most state and Federal highway funds have gone to 
this purpose. State highways make up a comparatively small 
portion (about 11 per cent) of oin: total rural mileage, however. 
Since about 1930, increasing attention has been devoted to the 
improvement of secondary, farm-to-market roads. Beginning in 
1933, Federal funds have been invested in the improvement of 
these roads, and since 1938 the Federal aid program has formally 
recognized farm-to-market roads. 

Using additional resources to improve highways further may be 
justified on economic grounds alone, as long as the annual costs 
of these improvements do not exceed the annual reduction in 
motor-vehicle operating costs. Detailed research has shown that 
improved highways do, in fact, reduce vehicle operating costs 
sharply.^® In the case of many low-traffic rural roads and city 
streets, of course, general benefits — the value of constant access to 
one’s residence — ^must also be included in order to merit road or 
street improvement. Expenditures for such highways frequently 
have been paid for out of general taxation, rather than out of 
special-benefit motor-vehicle revenue. 

Urban streets, on which more than 50 per cent of all motor 
vehicle travel is made, have been especially neglected in the al- 
location of state highway funds.^^ As Table 27 indicates, in 1941 
only about 4 per cent of state highway revenues were specifically 

’^See, for example, K A. Moyer, ''Econbmic Selection of Projects and Self- 
Liquidating Facilities/' Short Course in Highway Economics, Iowa State College, 
January, 1940. Mimeographed. 

^ See Public Roads Administration Release, October, 1941, Table G. 
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allocated for city streets. Only 23 out of 49 taxing jurisdictions 
(the 48 states and the District of Columbia) distributed funds 
for city streets. An additional unstated amoxmt was spent by 
state highway authorities on urban extensions of rural trunk high- 
ways. City street systems are composed of a variety of streets, 
all the way from busy thoroughfares to little side streets providing 
largely land-access for a few residents. But it seems clear that a 
larger portion of special-benefit state highway-tax funds should 
be made available for use on urban streets. 

Actually, the problem of an unsatisfactory allocation of state 
highway funds to various road and street systems arises out of the 
lack of cooperation between the various political jurisdictions — 
state, coimty, and municipal — imder which most of our roads and 
streets are administered. If the varied activities of the State- 
wide Highway Planning Surveys of a few years ago were to be 
continuously carried on, and if we were willing to give to state 
highway authorities powers to determine the allocation of state 
highway funds among the various road and street systems with 
the object of developing optimum (economic) highway and 
street systems, we would probably get a more economic allocation 
of state and Federal highway funds than is now the case. Since 
it is unhkely that we will be willing to grant even this much 
centralization in the allocation of highway funds, it is unlikely 
that we will obtain the optimum use of these funds in the near-run 
future. In the meantime, urban street authorities should con- 
tinue to press for a larger share of state highway funds than has 
been allocated to cities and towns in the past. 

Diverting highway taxes to other uses. A final major issue in 
highway economics is the so-called “diversion” of highway tax 
funds to non-highway purposes. Such diversion amounted to 
210.4 million dollars in 1941, about 14.5 per cent of total state 
highway levies. , Of this amount, however, New York state alone 
diverted 64.4 million dollars. (Without New York state, “diver- 
sion” was 11 per cent.) 

Such fiscal action converts special-benefit highway levies into 
excise taxes for general governmental purposes. The financing of 
general government through sales taxation has already been found 
undesirable, compared to other means of financing general bene- 
fit activities of government. 

Diversion itself, however, can not be said to exist imless expend- 
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itures on highways financed from other sources of funds are less 
than the amount of highway-user taxes spent for purposes other 
than highways. From this point of view, there was no net diver- 
sion in New York in 1941, where local (county-city-town- village) 
real estate taxes for highway purposes were 76.5 million dollars. 

Where highway tax funds are used to finance general govern- 
ment, diversion is not the fiscal issue at stake. The issue is 
fundamentally what types of taxes should be used for general 
government, such as property taxes, consumption taxes — ^for in- 
stance, general sales and highway taxes — and income taxes. 
The writers find little merit in the anti-diversion amendments to 
state constitutions which have been enacted in 19 states in recent 
years. The optimum development of a highway-street system 
may logically require the reduction in highway-user taxes im- 
posed by a state. It does not render desirable the permanent 
freezing of the largest single source of state tax revenues for some 
particular purpose. 


Taxes and Social Security 

Beginning with the Social Security Act of 1936 the Federal 
government undertook an extensive system of government benefit 
payments for old-age retirement and unemployment compensa- 
tion, as well as a variety of annual grants to the states for old-age 
assistance, aid to dependent children, aid to the blind, aid for 
maternal and child health services, and for other similar social 
security functions.^® 

Before 1946, most grants to the states were accompanied by the 
same fiscal condition attached to Federal aid for highways: the 
states were required to match Federal funds.^"^ Amendments in 
the Social Security Act passed in 1946 have made possible Federal 
grants without equal matching by the states. Both Federal and 

^ Amended in 1939 and in 1946 and supplemented by the Carriers’ Tax Act of 
1937 applying to railroad employees. 

Including grants to the states to cover costs p£ unemployment compensation 
administration, public health work, services for crippled children, and child wel- 
fare service. 

An exception to doUar-for-doUar matching through July, 1946, was found in 
Federal aid for needy children. The state was required to put up $2 for each $1 
of Federal funds. No matching is required for reimbursement of state costs of 
unemployment administration. The Federal government collects its own special 
tax which is more than sufficient to cover costs of state administration. 
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state governments secured funds for these grants chiefly from 
general tax revenue. From 1936-1946, the Federal government 
made grants to the states totaling 3.96 billion dollars (including 
482.6 million to state unemployment-insurance units for adminis- 
trative expenses). The grants w^ere principally for old-age as- 
sistance and aid to dependent children (if the administrative 
expenses of state units for unemployment compensation adminis- 
tration are excluded ) . Monthly payments for old-age assistance 
among the 48 states (plus the District of Columbia) in Septem- 
ber, 1946, varied from $12.02 in Kentucky to $53.93 in the state of 
Washington, which made more than the rnaximum monthly pay- 
ments ($40) in which the Federal government was willing to 
share. ( This amount was increased to $45 in August, 1946. ) 

In addition to the provision for financing social security grants 
just outlined, the Federal government imposed three new taxes 
to finance the old-age retirement and unemployment compensa- 
tion (insurance) systems which it established. To finance the 
old-age retirement system, it imposed a 1 per cent tax on employ- 
ers and a 1 per cent tax on employees on the first $3,000 of em- 
ployee’s annual wage. Collection of these taxes began in 1937. 
The employer turns over to the Federal government his own 
“contribution” as well as that of the employee. Taxes were 
originally scheduled automatically to increase by one-half per cent 
every three years until they reached 3 per cent cash dona- 
tion for the employer and employee by 1949. However, Con- 
gress has several times legislatively delayed these automatic 
increases, and contributions remain frozen at their beginning 1 
per cent rate. Subsequent amendments to the original act liber- 
ahzed benefit payments. They were inaugurated in 1940 instead 
of in 1942 and have been extended to cover widows and children 
of the insured. By a separate tax act, the railroads have joined 
the Federal plan of old-age pensions. 

The Federal government also imposed a 3 per cent tax on em- 
ployers ( covering individual wages-salaries up to $3,000 ) of 8 or 
more persons to finance unemployment-compensation payments. 
In this case, however, the Federal government made use of the 
tax-credit device, already established in the field of death taxation, 
to secure state-wide adoption and state administration of unem- 
ployment compensation (insurance) systems. An employer was 
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permitted to pay 90 per cent of his Federal tax liability to any 
state which had in operation a system of. unemployment compen- 
sation satisfactory to the Federal Social Security Board. All of 
the remaining 10 per cent goes to the Federal government partly 
to reimburse approved state administrations for costs of adminis- 
tering their unemployment-compensation systems. However, to 
the extent that the states do not need all of this 10 per cent, the 
balance is used for Federal administrative expenses in connection 
with its Social Secmity Program and to help meet the costs of its 
social security grants to the states. As in the case of old-age re- 
tirement, the railroads have chosen to make their unemployment 
tax contributions directly to the Federal government. One gen- 
eral efiFect of the tax-credit approach to the financing of unem- 
ployment compensation was the creation of separate state ad- 
ministrations for unemployment insruance in all the states and the 
District of Columbia. 

Changes in social security provisions. In 1946, also, neither old- 
age nor imemployment compensation covered certain groups of 
workers. Public employees, domestic servants, and agricultural 
laborers are the principal groups not included in the established 
system.^® In addition, several hundred thousand workers are 
excluded from unemployment compensation because they are 
employed by concerns hiring less than 8 employees. Such firms 
are not subject to payroll taxes nor are their employees entitled to 
unemployment compensation. A number of states, however, had 
extended their unemployment payroll taxes to cover firms hiring 
even 1 person by 1946. This development is to be desired on a 
national scale. 

As amended, the old-age insurance plan provides qualified 
workers monthly pensions when they retire at the age of 65 or 
later. The pensions range from $10 to $85 a month, and vary 
with the average monthly earnings of the insured, the number of 
working years during which employer and employee have con- 
tributed, and with the number of dependents. In August, 1946, 
there were important amendments to the Social Security Act, 
under which the Federal government increased its matching basis 
for old-age assistance payments from $40 to $45 and increased its 

^ By 1946, several states had established independent systems for retirement of 
public employees. Some of these systems are being administered by the Social 
Securi^ Board. 
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matching for dependent children^® It also took a step in the 
direction of the Connally proposal of 1940 under which the Fed- 
eral government would provide more than 50 per cent of the 
funds required. In old-age assistance, for example, the Federal 
government may now provide two-thirds of &e first $15 of 
average monthly payment for old-age assistance and aid to 
the blind. It will continue to provide one-half of additional 
funds up to the legal maxima, $45 in the case of old-age assist- 
ance. It has been estimated that the total annual cost to the 
Federal government under the extended assistance programs will 
be 560 milhon dollars a year. For the same basic assistance 
programs, the Federal cost in 1946 was 430.8 milhon dollars. 

Operating under Federal matching of 50-50 in recent years, the 
various states (plus Hawaii, Alaska, and the District of Columbia) 
have developed varied programs of their own. As of April, 1946, 
old-age assistance monthly payments varied from a maximum of 
$20 a month in South Carolina to actual average payments of 
$47.72 in California. In twelve of the 51 state or territorial 
jurisdictions, no maxima were imposed, but discretion was left 
entirely to administrative authorities. As of the time of writing, 
(early 1947) most state or territorial jurisdictions had not had 
suflScient time in which to amend their own laws to take advan- 
tage of Federal Hberalization amendments of August, 1946. 

Unemployment compensation payments vary widely among 
states. While the range in waiting period before obtaining com- 
pensation was not great in 1946, varying from no waiting period 
to two weeks, with one week conomonest, the range in weekly 
payments was from $28 in Connecticut and Michigan®® to $15 a 
week in 10 states, of which Virginia, Montana, and Arizona may 
be cited as examples. 

“Experience rating” as a factor in determining the annual tax 
levied upon a given employer has been a widespread develop- 
ment in unemployment compensation methods. Briefly, this 
factor imposes a lower tax on those employers who have a record 
of providing relatively continuous employment. , As of 1946, 44 
out of 51 state and territorial jurisdictions were using this factor 

^ Ail the information about characteristics of, and recent changes in, the social 
security system was obtained from a series of releases and publications, through 
courtesy of the Social Security Administration, Federal Security Agency, Wash- 
ington, D. C, 

^ Texas also provided for $36 per week for the first two weeks. 
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in determining their payroll tax rates. Partly because of the use 
of this factor plus the accumulation of large state balances for im- 
employment compensation, the tax rate actually imposed on in- 
dividual employers varied in 1946 from 4.5 per cent to zero. 
Experience rating has been estimated as having saved employers 
793 million dollars in 1946, and is an important factor, together 
with widespread opportunities for employment from 1940 through 
1946, in the drop of the national average payroll-tax rate in 1946 
to 1.4 per cent (a record low) from 1.6 per cent in 1945. With a 
rise in unemployment, of course, this rate might be increased 
sharply after a lag of a few months. Only a few states retain the 
original 2.7 per cent state tax as provided under the original 
Social Security Act. Yet, in 1946, as Mr. Altmeyer, chairman of 
the Social Security Board, has pointed out, “no state yet provides 
for both a maximum weekly benefit of $25 and uniform duration 
of 26 weeks.” The provision of such minimum national imiform- 
ity was urged by the late President Roosevelt. 

Benefits under unemployment insurance are related to contribu- 
tions. Thus, unemployed persons who have not contributed be- 
cause they have been excluded from the program receive no 
benefits. Persons who contributed, but whose incomes and con- 
tributions were small, receive less in benefits than do higher-in- 
come contributors. The procedure of maintaining in periods of 
unemployment the same relative distribution of incomes as in 
periods of full employment can be questioned, particularly in 
view of a widespread belief that there are certain minimum 
income standards which should be met at all times. This behef 
also provides a further basis for bringing into the social security 
system groups which are now excluded, such as farm laborers. 

On the basis of expected higher costs of living in the future than 
prevailed at the time when the Social Security Act was passed, a 
strong case can be made for increasing the amount of income 
covered under the Act. The present law provides for coverage 
of the first $3,000 of income. This maximum probably should be 
raised to $4,000 or $4,500. For individuals with average aimual 
incomes in excess of this maximum, a case can be made for their 
complete exclusion from social security provisions. Such indi- 
viduals might reasonably be expected to make financial arrange- 
ments for the future! with private agencies. 

One aspect of providing for public assistance of aH types. 
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which is found in a study of data supplied by the Social Seciarity 
Administration, is the great variation among the states in the 
provision for public assistance. For 1946, per capita public as- 
sistance varied from $25.75 in the state of Washington to $1.77 in 
Virginia. Low per capita assistance tends to center in the south- 
eastern United States. 

Incidence and effects of social security taxes. The incidence of 
the Social Security taxes is complex, but its main outlines have 
been indicated in Chapter XII. In the period before a worker 
reaches “old age” and during periods of regular employment, 
these taxes provide funds which are accumulated for the subse- 
quent special benefit of the worker. Social security taxes operate 
to impose a measure of forced savings ( among some workers ) for 
the purpose of anticipated future benefits. It seems likely that 
the contributions made by employees for old-age retirement are 
a direct reduction in the wages-salaries of workers.®^ It also 
seems likely that the 4 per cent contributions required of many 
employers for old-age retirement and unemployment compensa- 
tion tend to fall on workers. Unit costs of production are in- 
creased, but the marginal productivity of workers is unchanged. 
The taxes may be shifted forward to fall on the purchasers of 
business products, but as business products enter into final con- 
sumer products, higher prices will tend to reduce the purchasing 
power of the disposable incomes of the general body of consum- 
ers — largely the same people for whose special benefit the taxes 
on employers have been imposed. The widespread coverage of 
the taxes on employers makes it unlikely that in the short run the 
taxes will be shifted backward through the movement of labor 
resources to the relatively few xmtaxed employments. 

The incidence of payroll taxes on employers is being constantly 
revised as new labor contracts are made. Where unions are 
strong in the particular industry, resistance to reduction in work- 
ers’ wages may, in a short run, prevent these contributions from 
being deducted. There is no question, however, that any rise in 
costs resulting from these taxes on employers does give a continu- 
ing incentive for employers to substitute the use of capital equip- 
ment for labor. In the short run, unemployment may be created 

^This conclusion implies that the presence of contributions (and expected 
benefits) will not increase wages either through raising workers' productivity or 
cutting into profits, although either of these might happen. 
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by the taxes on employers. In the long run, the factors which 
make it diflScult to shift part or all of such taxes to employees will 
be weakened. 

Size and use of social security reserve funds. A second ques- 
tion of economic interest relates to the size and use of reserve 
funds which have been built up rmder the systems of old-age 
retirement and unemployment compensation. Accumulated 
funds tmder these provisions of the Social Security Act become 
available to the Federal government, although it holds unemploy- 
ment compensation deposits by the states in a special fund for 
repayment when requested. As such funds accumulate, they 
have been invested in special interest-bearing government bonds, 
and tire funds have been used for general, government purposes. 
This means that when the rate of withdrawal from the funds 
exceeds the current additions to the funds, the Federal govern- 
ment will have to draw on general government funds (secured 
through such fiscal devices as borrowing and taxation). 

Available data indicate that the time when general government 
funds will be needed to meet social security commitments is 
nearer in the field of unemployment compensation than in old- 
age insurance. During the war years, invested funds in the Un- 
employment Trust Fxmd rose rapidly. Employment was high, 
rmemployment was low, and the invested balance (exclusive of 
interest on “investments”) was 6.8 billion dollars at the end of 
1945, as compared with 2.6 biUions at the end of 1941. During 
1945, total contributions to the Unemployment Trust Fund were 
1,375 million dollars, whereas withdrawals and administration 
expenses were only 109 millions. During 1946, contributions of 
1,193 million dollars did not quite meet total withdrawals and ad- 
ministrative expenses of 1,205 millions. 

Prospects for such withdrawals in excess of receipts (in the 
absence of further changes in legislation) are probably ten years 
away in the case of old-age payments. At the end of 1946, in- 
vested funds (excluding interest on investments) were about 
7.4 bilHon dollars compared with 2.3 billions at the end of 1941. 
Despite Congressional action in freezing contributory tax rates, 
liberalizing benefits,^ and advancing the time of first benefit pay- 
ments from 1942 to 1940, tax contributions to the old-age funds in 
1946 were about 1,521 million dollars as compared with benefit 
payments and administrative costs of about 512 millions. 



SPECIAL-BENEFIT REVENUES 389 

An over-all picture of the general financial benefits of the 
Social Security program to the Federal government through 1946 
indicates that the program had made about 11.7 billion dollars 
available to it for general governmental purposes for varying 
periods of time. A summary is given in Table 28. 


Table 28“ 

Social Security Collections and Payments (1936-1946) 
(in millions of dollars) 


1. Tax Receipts 

a. Old-age retirement insurance |8, 935.8 

h. Railroad retirement insurance 1,780.1 

c. Unemployment trust fund, including state deposits and rail- 
road deposits 10,257.7 

d. Federal unemployment tax 1,145.3 


e. Total tax receipts $22,118.9 


2. Social Security payments 

a. Old-age benefit payments 1,104.0 

b. Railroad retirement benefit payments 1,108.0 

c. Unemployment benefit payments 3,412.6 

d. Grants to the states for various purposes 

(excluding unemployment administration) 3,483.2 

e. Administrative costs 1,012.2 

/. Tax refunds 72.1 


g. Total social security expenses $10,192.27 


3. Net funds available for investment in special government secu- 
rities, 1936-1946: 11,926.5^ 

a. Amount not yet invested as of 6/30/46 was $76.1 


" This represents the amount of social security funds available for general 
governmental purposes. 1936-1946. 

Financing social security. It is a moot question as to how 
social security benefit payments should be financed. Payments 
for old-age retirement (under the old-age retirement system) and 
for unemployment compensation yield special benefits to their 
recipients. From this point of view it is probably not unsatis- 
factory to impose some of the costs of providing such payments on 
those who will receive the benefits. 

However, individuals who do not receive payments may also 
benefit from such social security programs as old-age assistance 

^ Source: Treasury Bulletin, August, 1946, pages 12-14, and Jxme, 1941, pages 
12-13. 
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and unemployment insurance. For example, the burden of car- 
ing for relatives in old age and in tmemployment may be reduced, 
and such programs may add considerably to the stabihty of the 
social order in which we live. From this point of view, there is 
some justice in financing a part of social security by general 
taxation.^® 

As we have already indicated, our present social security taxes 
probably are largely borne by those who receive the direct bene- 
fits. However, to the extent that the workers’ disposable incomes 
are reduced, the market for consumption goods may be weakened 
and certain (unnecessary) costs upon the rest of society may be 
imposed as a result of unemployment. 

This deflationary aspect of social security taxation has been 
severely criticized.^^ One proposal is that all social security ex- 
penditures should be financed out of general governmental funds 
and that payroll taxes should be abolished. 

Many labor groups are in opposition to financing social security 
from general taxation. They fear that an antilabor Congress 
might refuse to make appropriations to cover such payments. 
They argue that as long as the program is self-financing the 
probability of its being aboHshed is small. There may also be a 
belief among organized labor that income differentials between 
organized and unorganized labor should prevail even during 
periods of unemployment. Discarding the contributory principle 
in favor of financing from general funds probably would level 
benefits. While it is true that payroll taxes are more deflationary 
than the personal income tax or death-gift taxes, this alone does 
not constitute sufficient basis for discarding them. Offsets to 
these deflationary impacts can be provided by securing funds to 
finance the rest of government expenditures. However, the pay- 
roll tax system should provide that: (1) the timing of large 
benefit payments for old-age retirement should be further ad- 
vanced, at existing tax rates, so that present old-age retirement 
reserve funds of the Federal government do not increase further. 
(2) Unemployment compensation tax rates, while not permitted 
to go above the present 3 per cent rate, should be made more 
flexible below the 3 per cent rate, (Favorable results from ex- 

Canadian national system of unemployment compensation, winch began 
in 1941, is financed 80 per cent by payroll taxes, 20 per cent by general revenues. 

^See, for example, Beardsley Ruml and H. Christian Sonne, Fiscal-Monetary 
Policy, National Planning Association, Pamphlet No. 35. 
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perience rating led several states to impose no unemployment 
taxes in 1946.) (3) Differential benefits in unemployment com- 

pensation and in old-age insurance should not be principally 
dependent upon previous earnings. 

Socially, it is desirable that social security benefits should be 
extended to cover public employees, domestic workers, agricul- 
tural workers, and (for unemployment compensation) workers in 
establishments which employ as few as 1 or 2 persons. 

Government Enterprises 

With certain important exceptions, government enterprise in 
the United States has been largely directed toward activities 
designed to make the private economy perform more satisfactorily 
in the interest of the general welfare. 

The principal exceptions are the postal system, certain state 
liquor monopolies, and municipally operated pubhc utilities. 
Some government enterprises have provided services — ^for ex- 
ample, absorbed certain business risks which were not assumed 
by private agencies. The Reconstruction Finance Corporation 
(in its early activities). Farm Credit Administration, Defense 
Plants Corporation (during the war), and Federal Deposit Insur- 
ance Corporation were enterprises of this nature. The TVA and 
several other Federal projects have become an important source 
of electric power. The TVA has also served as a yardstick for 
private power producers in the Tennessee Valley. TVA’s price 
policy has been credited for the marked increase in electricity 
consumption in this area. In addition, the TVA and other public 
enterprises of a similar nature have also been designed to facili- 
tate operation of the private economy by providing flood-control, 
irrigation, and improved navigation of some of our rivers. 

At the Federal level, it has previously been indicated that the 
postal system with a revenue of over 1.1 billion dollars in 1945 is 
one of the largest single business enterprises in the country. 
Outside the postal field, the largest investment of the Federal 
government is in those facilities for producing and distributing 
power, irrigating land, controlling flood waters, and rendering 
some rivers more navigable than before. These four purposes 
have been combined in the development of the Tennessee river 
valley since 1933 (under the direction of a new adminish'ative 
agency, the Teimessee Valley Authority). One or more of these 
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objectives has been sought by the Federal government in develop- 
ing other production facilities which it operates. 

At the end of 1945, the indicated Federal investment in facili- 
ties under the Bmreau of Reclamation (such as the Grand Coulee, 
and Boulder dams), TVA, and the Rmral Electrification Adminis- 
tration (REA) exceeded 2.2 billion dollars. Of these, only the 
REA represented a loan of Federal funds in anticipation of repay- 
ment by the nearly 1,300,000 farmers using its facihties. Re- 
ceipts from the sale of electric power in 1945 by the Federal 
agencies enumerated above was slightly over 152.6 million dollars. 
The experiments of TVA in expanding the sale of electricity by 
reducing power rates have indicated a relatively high elasticity 
in the demand for electric power. 

Since 1916, the Federal government has been interested in 
providing credit for farmers at lower borrowing charges than 
were generally offered by private lenders. In 1916, the present 
Federal Land Banks were established to extend long-term mort- 
gage credit for the purchase of farms. After various alterations 
in mechanisms for the extension of farm credit, the present Farm 
Credit Administration was established in 1933, principally to 
administer the various Federal agencies for provision of long- and 
short-term credit. 

The oldest of these agencies were the Federal Land Banks, 
which had long-term mortgage loans outstanding at the end of 
1945 of about 1,061 milhon dollars. Another was the Federal 
Farm Mortgage Corporation, created in 1934 to extend long- 
term credit where Federal Land Banks did not consider loans 
completely sound business investments. Most of the approxi- 
mately 1,500 million dollar loans which it made in the first two 
years of its life have turned out to be good econontiic risks. Re- 
payment of loans was rapid and at the end of 1945, the Federal 
Farm Mortgage Corporation had only 308.9 milhon dollars of 
mortgage loans outstanding. Another major lending unit in the 
Farm Credit Administration consists of the Banks for Coopera- 
tives, which were providing cooperatives with loans of about 
137.7 million dollars in June, 1945. Intermediate- and short- 
term credit was. also being advanced by local production credit 
associations, production credit banks, and Federal intermediate 
credit banks, amounting to 738.8 milhon dollars at the end of 
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1945.^® For the services of these agencies, farmers paid, (in 
1945) about 81.8 milhon dollars in interest and loan-service fees. 
From 1933-1945, the Federal government subsidized farm credit 
agencies to the extent of 626.1 million dollars, thus making it 
possible for these agencies to provide funds at lower interest 
rates.^® 

Many major enterprise activities of the Federal government 
have operated through the Reconstruction Finance Corporation, 
first created in 1932 to save railroads, banks, and insmrance com- 
panies by underwriting them with credits from the Federal gov- 
ernment. In its early operations through 1937, it extended over 
2 bilhon dollars in loans to banks and trust companies. It also 
subscribed to, and purchased, bank stocks and notes of 1.1 bilhon 
dollars and loaned 537.1 milhon dollars to raihoads. During 
recent years, it has been used to extend credits to various gov- 
ernment-created corporations and agencies, among which are the 
Commodity Credit Corporation ( to extend loans on farm-pro- 
duced commodities) and many wartime subsidiaries. Its book 
assets at the end of 1944 were 10,225 milhon dollars of which 
8,365 milhons represented advances to other government corpora- 
tions. 

Among other Federal enterprises designed to facilitate the 
operation of private enterprise may be mentioned (1) Federal 
Deposit Insurance Corporation, which will guarantee the deposits 
of an individual (up to $5,000) in a particular bank; (2) the 
Federal Housing Administration, which guarantees private loans 
for private housing (under specified conditions) up to 90 per cent 
of the value of the construction outlay; (3) the Home-Owners’ 
Loan Corporation. From its creation (in 1933) to Jime 1936, 
this agency loaned 3.09 bilhon dollars, mostly to refinance private 
mortgage loans. It was an important depression-time Federal 
agency which enabled over a milhon owners of homes to retain 
their properties until the return of a degree of business prosperity. 

Enterprise revenue of the states in 1941, as shown in Table .26, 

“There were several other Federal farm lending agencies in existence in 1945. 

“Based on an unpublished research study of Fenton Shephard, Bureau of the 
Budget (formerly of the Bureau of Agricultural Economics), on the costs of 
Federal governmental agricultural programs, 1930-1944. Losses of several hun- 
dred million dollars by 3ie Federal Farm Board and Commodity Credit Corpora- 
tion have been excluded. 
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was 283 million dollars, almost all o£ it from the operation of 
state Hquor monopolies in 16 of the states. Enterprise revenue 
of local government units in 1941, as indicated in Table 26, was 
873.6 million dollars. The bulk of this came from the operation 
of municipally owned utilities — especially water-plants — ^but be- 
tween 1932 and 1941, the local government units also expanded 
considerably in the field of housing. 

Nontax Revenues 

Considerable importance for such nontax revenues as licenses 
offsetting services, service charges for current services, revenues 
from use of pubhc money and property, and such miscellaneous 
revenues as penalties, fines, forfeitures of property, and dona- 
tions was indicated in Table 26. In addition, it was indicated 
that, in 1941, local governments raised over 102 million dollars in 
special assessments. It is the purpose of this section to sum- 
marize these nontax revenues briefly. 

All of these sources of revenue available to the Federal govern- 
ment gained considerably in size during the war.^^ Service 
charges for current services were 118.7 mfllion dollars.^® Reve- 
nues from the use of public money and property were 682.9 mil- 
lions.^^ Penalties and other — ^fines, fees, forfeits, donations, spe- 

Source: Annual Report of the Secretary of the Trea^ry, 1945, Washington, 
D. C., pages 731-732, 735-737. Excluded from the Federal summary (1945) are 
repayments of loans amounting to 60.8 million dollars, of which the repayment of 
rural rehabilitation loans of 37.7 millions, made by tlie Farm Security Administra- 
tion was the largest single item. Also excluded are reimbursements totaling 2.36 
billion dollars. The largest reimbursement item so excluded was 2.04 billions due 
to renegotiation of war contracts. But the 188.1 millions of surplus postal revenue 
has been included in the statement of postal revenue already given in Table 26. 
That portion of Federal power revenues (27.8 milhon dollars) included in the 
Treasury Report is also incorporated in Table 26. The total miscellaneous items 
reported at 3.6 billions are based on collection reports and are not adjusted to 
actual receipts as given in the Treasury, Daily Statement, which reduces the gross 
total by 127.1 million dollars. 

®®Of which receipts for "laundry and dry-cleaning services” were 40.9 million 
dollars and services of prisoners of war and of civilian internees were 34.3 millions. 
Treasury Report, ibid. 

Including mint receipts and siegniorage of $124 million; interest, dividends 
and exchange receipts of $140.5 million; sale of government property and products 
of $326.4 million; rents and royalties of $92 million. Source: Treasury Report, 
op, cit., pages 732-734, 737. The classification "revenues from the use of public 
money and property” probably grows out of a period in history during which in- 
terest on public funds deposited in banks was a relatively important source of 
revenue. 
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dal deposits for defense aid, and minor “special taxes"’ — ^were 
153.1 million dollars. Some of these sources of funds to the 
Treasury, such as sale of surplus property and products, wiU 
cease, or become relatively unimportant. This is also true of re- 
imbursements due to renegotiation of wartime contracts. 

State-local nontax revenues. “Licenses oflFsetting services” — 
business inspection, regulation of business to ensure adequate 
purity and quality of production, and various charges for the 
privilege of engaging in a particular profession or occupation 
( such as annual fees for engaging in the practice of medicine, or 
operating public eating places) — are a fairly important source of 
state-local revenues. To some extent, these fees are part of the 
occupational tax structure which was described in Chapter XV. 
There has also been some tendency for such license fees to be- 
come part of state business-tax structures. This is evidenced in 
the area of state insurance taxes (generally on gross premiums), 
which have been retained at levels bringing collections far in 
excess of the costs of state inspection and administration of in- 
surance companies. The expenses of state insurance departments 
in 1938 were about 5 million dollars, although collections from 
state insurance taxes were about 107 millions.®® Except in the 
provision of some additional revenue, it is difficult to find eco- 
nomic objectives served by the excess revenue provided by many 
state and local hcense fees (and taxes). Some service charges 
such as state charges for the cost of examination of state-char- 
tered banks, and occasional municipal charges for garbage col- 
lection and sewage disposal are explainable on special-benefit 
grounds. 

For state and local governments, “revenues from the use of 
public money and property” simply means that these govern- 
mental units own certain properties which they lease to private 
individuals or businesses. Revenues are also obtainable from the 
sale of pubhc property, such as school lands. 

Local governmental units have long relied on special assess- 
ments on property to cover the cost of improvements which are 
contemplated, such as the costs of a street improvement or the in- 
stallation of a sewage system. It is generally anticipated that 

Source: Insurance Bulletin, Insxirance Department, Chamber of Commerce of 
the United States, Washington, D. C., February 8, 1940. 
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such improvements will increase the value of the land suflBciently 
to more than cover the cost of the improvements, although this 
result does not always follow.®^ 

Special assessment problems have centered about the definition 
of the area that could be expected to benefit, and the financing of 
special assessment costs. These problems are analyzed in detail 
in many standard public-finance texts,®® and the analysis will not 
be repeated. But two things may be pointed out. Special as- 
sessments are being used much less frequently to finance mrban 
improvements. Local special assessments in 1941 were 34.6 per 
cent of their 1932 level (they fell from 295.1 to 102.1 million 
dollars).®® Means of paying for costs of improvements under 
special assessments have been devised which permit the issue of 
special assessment bonds, typically payable by property-owners 
benefited in annual installments over a ten-year period. The 
sale of these bonds also provides funds with which to pay im- 
mediately for the costs of improvement incurred by a contractor. 
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CHAPTER XIX 


PROPERTY TAXATION; OPERATION 
AND INEQUALITIES 


I N COLONIAL times, property taxes on land and often on im- 
provements were the most important part of our tax structure. 
Such property taxes (largely on land) were broadened during 
the first half of the nineteenth century to include most improve- 
ments on land, tangible personal property, and even intangible 
property claims to wealth — such as the stocks and bonds of cor- 
porations. By the middle of the nineteenth century, the property 
tax had become a general property tax. It is the purpose of this 
chapter and the next to analyze the role of these taxes in our 
fiscal system. 

While all taxes eventually fall on individuals, property taxes 
are imposed on things and therefore are what fiscal students call 
ad rem taxes. General and selective property taxes remain an 
important part of our tax system, despite increasing exemptions 
and the relatively small amount of success in applying the tax to 
certain forms of property (especially intangible property claims 
to wealth). 

In 1941, just as we were beginning to experience the great in- 
creases in taxes which accompanied om: participation in World 
War II, property taxes were the largest single source of public 
revenue, making up 24.1 per cent of the total.^ Today they re- 
main the chief tax levied by local government units (see Table 
29, which indicates that they made up 92.5 per cent of local tax 
revenue in 1942). They are the principal source of aU govern- 
ment revenue for these units, despite the rapid growth of inter- 
governmental aids for them which increased from only 76 million 
dollars in 1902 to 1,760 miUions in 1942. Other sQurces of local 
revenue included enterprise earnings and receipts from miscel- 
laneous sources (see Table 30). 

In contrast to their dominant role in local tax structures, prop- 

^ Source: Financing Federal, State and Local Governments, 1941, page 27. 
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Property taxes have played almost no part in Federal taxation, 
probably due to a Constitutional provision that has made such 
taxation impracticable.® Municipalities have found themselves 
especially restricted by the conditions under which they may 
impose taxes. Such units typically operate under property-tax 
and debt-rate limitations of varying degrees of severity imposed 
by their state governments. Yet municipalities find it difficult to 
impose taxes, other than property taxes, which yield substantial 
revenue. Meanwhile, they have experienced a rising demand for 
public services. The mobility of resources is sufficiently great so 
that a municipality cannot successfully apply substantial income, 
sales, or business taxes unless other local units also levy such taxes 
at similar rates.® 

For example, there is greater possibility of tax avoidance or 
evasion with a local sales tax than with a tax on certain forms of 
property. It is possible to go outside a local taxed area to buy 
consumption goods free of a local sales tax, but it is impossible 
to move a piece of land or a large business structure outside a 
certain taxing district for the purpose of evading property taxes J 
On the other hand, certain forms of personal property, such as 
household goods and clothing, and personal holdings of stocks 
and bonds, may be very difficult to assess for taxation. One re- 
sult of this difference is that property taxes have increasingly 
tended to become taxes on real property ( real estate ) rather than 
on personal property. A special Census bulletin of 1939, while 
indicating a downward trend in the assessed value of all classes 
of property since 1932, showed that the assessed value of personal 
property was only 15.7 per cent of the assessed value of all prop- 

^ See Article 1, Section 9 of the Constitution, which requires that all direct taxes 
(property taxes have been held to be ^‘direct” taxes by tire courts) must be appor- 
tioned among the states on the basis of relative population. There are only tluee 
cases of Federal use of property taxation, once in 1798, again during the War of 
1812„ and once during the Civil War. 

® A few municipalities, nevertheless, use some taxes to supplement property-tax 
revenues. The best examples are the 2 per cent sales tax used by New York City 
and the 1| per cent tax on gross income earned within Philadelphia imposed by 
that city. A few municipalities impose supplemental taxes on motor fuel and 
vehicle uses, and most of them impose a variety of business-license fees. For all 
local units of government in 1942, however, all taxes other than property taxes 
yielded less than 8 per cent of total tax revenue. 

♦ ^ While differences in property taxes between areas will not move a fixed asset, 
such as a factory, out of one taxing area and into another, differences in property 
taxes may have some effect upon the location of new businesses. This has been 
recognized in the exemption from municipal property taxation offered to new 
business by some cities, particularly in the Soudi. ^ 
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erty.® This represents a reversal of the tendency previously 
noted for the property tax to become more inclusive during the 
nineteenth century. 

Nature of the General Property Tax 

In usual economic terminology, property represents ownership 
rights to real wealth, but in taxation “property” has been identi- 
fied with both wealth and property rights against wealth. An 
undesirable consequence of this definition is the possibility of 
inequitable double taxation for certain forms of property. The 
types of property which may be subject to taxation are, broadly, 
these: 

1. Real property (real estate): land, buildings, and permanent im- 
provements. Generally such property is attached to a certain 
location and is not movable. 

2. Personal property (such property is generally movable). 

a. Tangible personal property: 

1) That which, directly or indirectly, yields a money income: 
inventories of all types; farm crops; machinery; farm ani- 
mals. 

2) That which is used in final consumption: household goods 
and personal effects. 

b. Intangible personal property: claims against tangible wealth, 

such as stocks, bonds, mortgages, promissory notes, bank 
deposits, money and so forth. 

While this is a broad property classification which includes the 
various types of property, we find in practice that over 85 per 
cent of die property taxes levied in 1946 in the states with the 
largest local government budgets were levied against real estate. 
In most states, liberal exemptions of tangible personal property 
from taxation have been granted, or assessors have not usually 
chosen to seek out tangible personalty and place it on the tax 
assessment rolls. Two states. New York and Delaware, had 
given up trying to assess personal property before 1946. Intangi- 
ble personal property is so easily hidden from the assessor and 
may so obviously become the object of a second tax falling on an 
article of wealth — such as a mortgage on land — already assessed* 

® See Census bulletin of June, 1939, Assessed Valuation of Property Subject to 
General and Selective Property Taxes by States: 19S7, Bureau of the Census, 
Washington, D. C., 1939. 
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for taxation that the majority of states, in 1946, had either ceased 
attempts to assess intangibles (preferring to reach taxable ability 
imder an income tax) or had classified intangibles separately 
and imposed a low flat-rate millage tax on their capital value. 

A true general property tax would tax all property ( as defined 
above ) , valued uniformly at its market, or exchange, value. Un- 
der the uniformity provision written into many state constitutions, 
the tax rate per dollar of value is necessarily uniform within any 
given taxing district. This does not preclude different tax rates 
in different tax districts. Thus, in District A, a tax levy of 5 mills 
per dollar of assessed valuation may be levied by the state gov- 
ernment, one of 20 mills may be imposed by the county, one of 
30 mills may be levied by a school district, and one of 20 mills 
may be levied for municipal purposes. In District B, a rural dis- 
trict near by, within a different school district, state and county 
tax levies per dollar of assessed valuation would be the same, but 
the school tax might be 15 mills. The total relative levies in the 
two districts might be 75 and 40 mills, respectively. But under 
a strict uniformity clause which does not permit classification of 
property for taxation, each vmit of property within each of the two 
districts would be taxed at the same total rate per dollar of as- 
sessed value.® 

Common assumptions underlying the general property tax are 
( 1 ) that ownership of property is a satisfactory measure of ability 
to pay or benefits received as a basis for taxation, (2) that all 
types of property will be listed and assessed uniformly for taxa- 
tion, and (3) that the tax will be collected. Before we examine 
these assumptions, none of which is completely realistic, let us 
look briefly at the process by which property taxes are levied and 
collected. 

The property tax process. 

The property tax process consists essentially of four steps: 

1. Assessment of Ae value of property for taxation, which involves 
(a) discovery, (b) listing, (c) valuing the listed property for tax 
purposes, (d) review and equalization of assessed values. 

® Because of common tendencies of assessors not to value units of property at 
their full value, and varying opportunities to shift or capitalize those property 
taxes which are imposed, this does not mean that the taxes which finally fall on 
the value of property so assessed are likely to be as great as 75 and 40 mills, 
respectively. These possibilities of avoiding taxes on property values will be 
analyzed in more detail later. 
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2. The tax levy: determination of the amount of money to be raised 
through property taxes in various taxing jurisdictions (state, 
county, township, school district, municipality, and perhaps a 
special district). Such taxes are typically certified to a desig- 
nated oflBcial, often the county treasurer. 

3. Determination of the tax rate per dollar of equalized assessed 
value in any given tax district by dividing the tax levy for prop- 
erty in that distiict by the assessed valuation. 

4. Collection and distribution of the tax levies, together with pro- 
visions for the collection and distribution of delinquent taxes. 

(1) Assessment. Assessors are typically employed on a part- 
time basis, except in larger cities, are popularly elected, and are 
not requii*ed to have special qualifications for their positions. 
This usually results in low operating efficiency. Assessors have 
the legal obligation to place property subject to taxation on the 
tax rolls and to place a value on such properties for purposes of 
taxation, however. 

Taxpayers have the legal right to ask some constituted author- 
ity — either a local municipal body, a county board of supervisors, 
and ultimately the courts^^ — ^for a review of the assessments which 
have been imposed on their property. That this right of review 
is not used very frequently is primarily a reflection on the quality 
of our property assessments. Property is often assessed below its 
true value or is not assessed at all, as is frequently true of personal 
property. The result is that a protesting taxpayer is more likely 
to have the assessed value of his property increased rather than 
decreased. A useful function in some states (such as Wisconsin) 
is performed by state bodies, which may undeiTake to equalize 
assessed valuations among various taxing districts or even within 
a given taxing district. The function of state equalization or 
"'central assessment” will be discussed in more detail in the next 
chapter. 

(2) Determining the tax l^vy and tax rates. Once a year, tax- 
levying bodies in various tax jurisdictions ( see Table 31 ) deter- 
mine how much they must levy in the form of property taxes, 
after taking into account total probable expenditures and receipts 
from such other sources as state aids in the case of school dis- 

111 a few states — such as Indiana and Iowa — taxpayers have the right to ap- 
peal tax levies themselves, usually to a state board of certain state officers acting 
ex officio. 
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tricts or net earnings of enterprises in the case of municipalities. 
They then levy the amount of property taxes 'which are required 
to make up the difference between probable expenditures and 
receipts from other sources. Requirements may exceed some 
maximum permissible collections often established by state laws. 
In this case, special permission must be obtained from state au- 
thorities to impose the additional tax levies. In recent years, the 
rising costs of public services and the improved economic posi- 
tion of property o'wners has brought about pressure for removal 
of maximum tax le'sdes which have been established, most of them 
during the depression of the thirties. 

Table 31“ 

Governmental Units in the United States: 1942 


i 

Type of Governmental 
UniP 

Number of 
Units 

Number of 
States in 
Which Found 

Per Cent of \ 
All Units 

Per Cent of All 
Units (Except 
School Districts) 

Total 

155,148 

49& 

100.0 

100.0 

U. S. Government .... 

1 


(c) 

(C) 

States 

48 

48 

(c) 

(c) 

Counties 

3,050 

47 

2.0 

6.6 

Townships (or towns) . . 

18,884 

22 

12.2 

40.6 

Municipalities 

16,189 

49& 

10.4 

34.6 

School Districts 

108,644 

43 

70.0 


Special Districts 

8,322 

49^ 

5.4 

18.0 


“ All these units, with the probable exception of the Federal government, are 
potential property-tax-lc vying units. 

^ Includes the District of Columbia, which has one municipality and one 
special district. 

Less than .05 of 1 per cent. 


The determination of tax rates to be imposed on assessed 
property in any given tax district is simply a matter of dividing 
combined tax le’vies by equalized assessed values of property. 

Many states have applied both tax-rate and debt-rate limita- 
tions to local units of government. Such limitations were es- 
pecially common in the twenties. As a double control device, 
these limitations have not been very successful. If a given com- 
munity has received its maximum tax rate and the amount of debt 
permitted, it has always been possible to increase assessed valua- 
tions. By such action, not only additional taxes, but also addh 

^Source: Governmental Units in the United States: 1942; U. S. Department oi 
Commerce;, Bureau of the Census, Preliminary Summary, January, 1944. 
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tional debt, have been made possible since debt limitations are 
often imposed as some percentage of assessed valuation. 

In those states which impose a maximum to over-all tax rates 
against property, there is a problem of determining how the 
total rate and proceeds shall be allocated among the various 
governmental units. One of the results of such maxima has 
been an expansion in state aid for local services — as in the growth 
of state aid for public schools in Michigan after 1933 — or a re- 
duction in the amoimt and quality of local services. The same 
economic factors which have produced pressure for the removal 
of maximum tax levies in recent years have produced increased 
pressure for removal of these state-imposed maxima in property- 
tax rates. 

(3) Payment of property taxes. Tax levies are paid, fre- ' 
quently semiannually, to a designated central official — often the 
county treasurer. This official distributes the tax funds to the 
various levying agencies, including the state government, if it 
has made a property-tax levy. Typically, the various states per- 
mit an additional payment period for delinquent taxes, plus in- 
terest and penalties, with a tax sale if overdue taxes are not paid 
within a specified period. If the property owner does not redeem 
his property by full payment of back taxes, interest, and penalties 
within some period after taxes become due (most commonly two 
years) the property sold for taxes becomes the property of the 
purchaser, and he (the purchaser) acquires title to it.^® 

Principal deficiencies of the property tax. The main charge 
which has been brought against the general property tax is that 
the tax has proven inequitable as a means of distributing the tax 
burden. In examining this charge, we shall see that there are two 
main reasons which support it: ( 1 ) On the whole, the administra- 
tion of property taxation has been imsatisfactory. This is due 
both to actions of state legislatures in exempting property from 
taxation and to inequalities in assessment. Both lead to inequita- 
ble distribution of the property tax burden. (2) Even if prop- 
erty were equitably assessed, the value of property held is not 

“Examples are Ohio, West Virginia, Michigan, Indiana, Washington, and 
Oklahoma. 

“Not all states have tax sales, however. In some, the government may pur- 
chase property for the amotmt of taxes, penalties, and interest due against it 
(tax lien) and then sell the property after a further period of time has passed, if 
deficient taxes, interest charges, and penalties are not paid. 
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an adequate index of an individual’s ability to pay or the benefits 
which he receives — accepted criteria for distribution of the tax 
load. In spite of these limitations, there are bases for the con- 
tinuance of property taxation. Some of the attempts which have 
been made to improve its operation will be examined in the next 
chapter.^* 

Inequalities and Inequities of the Assessment Process 

A major criticism of the general property tax on the grounds of 
inequity lies in the inequahties in the assessment of property, prin- 
cipally real property. It is really a criticism of the whole assess- 
ment process. The major types of inequality in the levying of 
property taxes upon potential taxpayers are: (1) failure to assess 
some property; (2) a general tendency toward imdervaluation; 
(3) a tendency toward a competitive undervaluation by different 
assessors of types of properties located in different taxing dis- 
tricts; (4) a tendency for assessors to value different properties 
of the same type and value at widely varying ratios to true or 
exchange value; (5) a tendency for a given assessor to assess low- 
valued properties at a higher ratio to true value than properties of 
relatively high value. 

Some of these inequalities can be substantially reduced: state 
tax bodies with full-time personnel could (and generally do) 
assess some large value-tmit properties, such as raihoads, which 
extend through various districts. Such bodies provide varying 
degrees of supervision over local assessments, and may equalize 
tax valuations by districts or even reassess individual property 
holdings within tax districts. Some of the inadequacies in local 
assessment, however, are a product of the method for selecting 
assessors. This method is almost tmiversaUy one of popular elec- 
tion, without special quahfications, for a limited period of time — 
usually 1 to 4 years. Except in larger cities, assessors are chosen 
for a part-time job in the various townships and municipahties, 
and depend on re-election for continuance of their positions. 
This places them under heavy pressure for favorable assessments 
from economically powerful groups and individuals.^® 

“In examining the principal limitations of the general property tax, we are 
simultaneously examining the limitations in the basic assumptions imderlying the 
tax. 

“ The rather obvious remedy for this defect is appointment on a merit basis and 
removal only “for due caiise” by the courts. This remedy, however, is not one 
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Failure to assess property. Failure to assess tangible property 
at all has centered in the failure to assess some real estate in 
larger cities and in the widespread variations in assessment of 
tangible personal property where such has been attempted. A 
considerable percentage of real property in a city like Chicago 
was not assessed at all during the thirties. The development of 
tax maps for a given block or rural area (partly through the 
process of aerial mapping) has sharply reduced this type of tax 
evasion in recent years. The amount of tangible personal prop- 
erty which is assessed in a given district varies considerably with 
the activity of different assessors, who are typically poorly paid 
even for part-time work, and usually are not anxious to pry into 
the personal holdings of tangible wealth which an individual may 
have. An over-all effect of failure to assess a relatively large 
amount of tangible personal property has been approximate con- 
version of the property tax into a tax on real estate, as we pointed 
out earlier. 

Underassessment of property. The tendency of assessors to 
value property helow its true market value is very general. In a 
special study in 1945, one of the writers found that, in five mid- 
western states, the average ratios of assessed to actual values of 
farm real estate for nine selected years from 1920 through 1944 
followed the pattern indicated in Table 32. It will be noted that 
these ratios tended to rise during the depression years of the 
thirties when, typically, assessors did not reduce assessed values 
as rapidly as the sales value of farm real estate fell. The aver- 
ages, also conceal wide fluctuations in ratios of assessed to actual 
values among the taxing districts of the various states. 

The average ratio of assessed to actual value within any given 
taxing jurisdiction is of only limited economic significance. 
Assuming, for instance, that the tax levy for a municipahty and a 
conterminous school district is $10,000, it makes little difference 
to taxpayers within that district whether the prevailing ratio of 
assessed to true value is 60 per cent or some other ratio, as long 
as all individual assessments are made at the prevailing ratio.^® 

which has appealed to the electorate in the United States, except in the rare in- 
stances where supervisors of local assessors are so -appointed. The inequalities 
growing out of assessment have apparently been preferred to a presumably su- 
perior method which would take direct control over choice of assessors out of the 
hands of the people. 

- “Actually, use of the same ratio for different individuals is not a realistic as- 
sumption, as win be indicated below. 
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Table 32” 


Ratios of Assessed to Actual Values of Farm Real Estate in Five 
Midwestern States, Selected Years, 1920-1944 


Year 

Ratio 

National Income 
{in billions of dollars) 

1920 

48% 


1929 ...... 

64 

$83.3 

1935 

74 

55,7 

1939 

76 

70.8 

1940 

81 

77.6 

1941 

77 

96.9 

1942 

72 

122.6 

1943 .... 

67 

149.4 

1944 

57 

160.7 


But there is some economic significance of varying average 
ratios among taxing districts. Property owners in a taxing dis- 
trict where the ratio of assessed to true value is high will be pay- 
ing inequitably high taxes to higher governmental units ( such as 
the county) which impose the same levy upon property in all 
districts. For example, a property in assessment district A may 
be assessed at 50 per cent of its true value, whereas an equivalent 
property in district B may be assessed at only 20 per cent of its 
true value. The county levy may be 10 mills. The taxpayer in 
district A will be paying 2^ times as much taxes to the county as 
will the taxpayer in district The difference in ratios may 
prove suflBcient to shift investments to other taxing districts where 
the tax ratios are more favorable. 

Inflexibility in assessment. As has been mentioned, it is charac- 
teristic for adjustment in assessed values to be “sticky”: to lag 
considerably behind actual values of various items of property. 
This has several effects : One is to cause ratios of assessed to actual 
value automatically to rise dxuing depression years and to fall 
sharply during periods of business prosperity and increases in 
property values. This, in turn, causes the property tax to bear 
down with special severity on property owners during periods of 
depression, when liquid fimds for tax payments may be scarce. 

Refer to Edward D. Allen, ‘‘Postwar Prospects for Agricultural Land Values 
and Property Tax Assessments,” Proceedings of the Thirty-Eighth Annual Confer- 
ence on Taxation^ 217-226, Washington, D. C.: National Tax Association, 

1946. 

^ In Iowa, the prevailing ratio of assessed to actual value had sunk so low that, 
from 1897-1933, the ratio was legally established at 25 per cent. In 1933, as- 
sessed values were legally established at 100 per cent of actual value. Since 
assessed values did not increase by anything like four times, the 1939 session of 
the General Assembly established a legal ratio of 60 per cent. An eRort has been 
made to keep assessed values in relation to actual values at this level since then. 
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Such scarcity of liquid funds may, as the depression of the thirties 
indicated, greatly increase the rate of property-tax delinquency 
and may undermine the long-accepted fiscal belief that the prop- 
erty tax has a very high degree of fiscal dependability, despite 
other defects which it may have/® 

Competitive underassessment. Often, the general tendency to 
assess property below its full value has been accompanied by in- 
centives for competitive imderassessment. Competitive under- 
assessment has arisen where property owners in two or more dif- 
ferent taxing districts have shared in a joint tax liability; that Is, 
when properties located in two or more assessment areas — such 
as a city and rural area in the same cormty — also pay taxes im- 
posed by some higher unit of government. Thus, if a county has 
levied $5,000,000 in property taxes, it is to the advantage of tax- 
payers in any given local tax area (city or rural) within the 
cormty to pay as small a share of the $5,000,000 as possible. An 
obvious means has been to keep down total assessed value of 
property within the local unit. If the rural area reduces its 
assessment, the city taxpayers will pay a larger share of the $5,- 
000,000. 

In the early years of the century, when state property taxes 
were a large share of total state taxes, it was urged by some 
writers that a complete separation of tax sources (and state re- 
linquishment of property taxation) would remove local incentives 
for competitive imderassessment. But the decline of state prop- 
erty-tax levies to small amounts in most states (no levies in some) 
has not removed the incentive. It is still necessary for property- 
owners assessed by township or municipal assessors to pay their 
share of county taxes, which were 19.5 per cent of all property 
tax collections in 1942. 

Some of the inequity of competitive imderassessment can be 
removed where there is county-wide assessment by county as- 
sessors, with small or nonexistent state property-tax levies, or 
where there is state equalization (sometimes called “central as- 
sessment”) among counties. The possibilily of competitive un- 
derassessment will exist as long as small tax districts, locally as- 
sessed, must pay taxes to some higher level of government. 

“ Such a situation tends to produce competitive underassessment, which is dis- 
cussed later. It may be noted, however, that it is common in Europe to keep 
assessments constant over a period of several years. Property taxes are relatively 
less important in European tax systems than in ours. 
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Other inequities in the assessment of property. Two other de- 
ficiencies in the assessment process, both of which result in in- 
equities among individuals, have not been discussed. It is 
frequently the case that a given assessor will assess properties 
which have identical values at widely varying amounts. This 
may be because of several factors. Perhaps a particular individ- 
ual is politically powerful ( a consideration which an elected asses- 
sor is not likely to overlook). Ordinarily, an assessor has neither 
the trained judgment nor the time to appraise “scientifically” two 
residential structures, one of which may be constructed of brick, 
the other of wood. The former may simply appear to represent 
a greater investment, and receive a higher assessed value. Per- 
haps too, assessors are not always required to make a complete 
reassessment except at intervals of several years, and may rely 
primarily on the assessment book of a predecessor, who has not 
had time, energy, or facilities for making a careful appraisal and 
assessment. 

Again, a given assessor may often assess properties of lower 
value at a higher ratio to actual value than is the case for prop- 
erties of higher value. This may be largely due to the fact that 
the typical assessor is better acquainted with properties of small 
than of larger value. In one study, Joseph D. Silverherz found 
that, in Maryland, rural properties worth less than $1,000 were 
assessed at 92.1 per cent of actual value. The assessment ratio 
for properties worth from $1,000 to $5,000 was 76.4 per cent, 
while rural property worth over $5,000 was assessed at 56.7 per 
cent of its value. The same tendency showed up in urban prop- 
erties where, for the same three value-classes of property, the 
assessment ratios were 76.2 per cent, 61.2 per cent and 54.5 per 
cent, respectively.^® In an extensive study of the sales of nearly 
72,000 pieces of real estate from 1910 to 1925, the New York Tax 
Commission foxmd that the ratios of assessed to sales value varied 
from 92.7 per cent for property worth less than $1,000 to 58.4 per 
cent for property worth more than $100,000.^^ The same tend- 
ency showed up in a study by Dr. W. G. Murray of Iowa farm 
real estate sold in 1936-1937. Dr, Mmray found that the 
ratio of assessed to sales value for 37 Iowa cormties fell steadily 

^See Joseph D. Silverherz, The Assessment of Real Property in the United 
States, Albany, New York: J. B, Lyon Company, 1936, page 69. 

^ See the New York Tax Commission, Annual Report, 1925, page 449. 



412 PUBLIC REVENUES AND PUBLIC BORROWING 

from the lowest to the highest one-fourth of rural properties, 
classified according to their sales value. The average ratios 
which he found were: 85.4; 71.1; 58.3 and 47.7 per cent, with an 
over-all average at 65.6 per cent. These changing ratios of as- 
sessed to sales value also held true within the counties studied, 
and for some counties where the quality of land was relatively 
poor, the ratio of assessed to sales value for the lowest one-fourth 
of valued properties rose above 100 per cent.^^ 

Part of the tendency for assessors to value larger-valued prop- 
erties at relatively low ratios to actual value can be minimized by 
transferring the assessment of properties which cross the territory 
of more than one assessor to the state for state assessment. Part 
of the tendency to value properties of tire same type, but of vary- 
ing size, at different ratios to actual value can be minimized by 
strong central supervision and cooperation in the assessment proc- 
ess, such as exists in Wisconsin. However, part of the faulty as- 
sessments among properties comparable in type or in value is prob- 
ably inherent in the traditional popular choice of assessors — 
usually on a part-time basis, and without requirements of pre- 
vious training for the appraisal and assessment process. 

Deficiencies in Property Taxation 

Property-tax exemption. The general property tax fails to 
reach all parts of a property-tax base because: (1) there has 
been almost continuous increase in tax-exempt properties in most 
states because of legislative action. This defect in the use of 
property taxes arises not from improper assessment but from tax 
policy at the state legislative level. (2) There is large-scale eva- 
sion of taxation of intangible and tangible property.^® On the 
basis of a recent study of tax exemption in Iowa by one of the 
writers, it was found that about 35.5 per cent of all privately held 
tangible property in that state in 1944 in addition to more than 
a bfUion dollars qf publicly owned property most of which it 

^ See W. G. Murtray, Corporate Land, Foreclosures, Mortgage Debt and Land 
Values, Research Bulletin 266, Iowa Agricultural Experiment Station, 1939, page 
329. 

In view of inequity in the taxation at similar rates of tangible property , which 
has no intangible claims (like a mortgage) against it and of both tangible 
property and claims which may exist against it, it is undesirable that all taxable 
property should be taxed at the same rate, anyway. For this and other reasons, 
many states have attempted to tax intangible property on a low-^ate millage basis 
pr through state income taxes, 
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was not reasonable to place on tax-rolls, was exempt from 
taxation. In addition, the study found that, in 1944, only about 
32 per cent of intangible claims against real wealth were subject 
to taxation. The Tax Commission data indicate that little more 
than one-fifth of the taxable amoimt was reached under a low- 
rate tax on intangibles limited to 5 mills per dollar of assessed 
value.^^ 

These exemptions have been increasing. During the depres- 
sion years of the thirties, political pressure increased for the relief 
of home owners from at least some part of property taxation. By 
1944, about one-fourth of the states had responded in varying 
degrees to this pressure, generally providing partial, though not 
complete, freedom from property taxes Most states were al- 
ready providing partial freedom from property taxes for veterans 
of past wars when the United States entered World War II. 
Now a new group of veterans is receiving some exemption from 
taxation in most states, and the exemptions for veterans of pre- 
vious wars is often being increased. 

The net effects of these increasing exemptions are, of course, 
to restrict the property tax base further and to make tax levies for 
a given amount of public expenditures greater for those who do 
have to pay taxes, or to place a larger portion of the costs of local 
services on the -state, or to increase further the need for Federal 
grants to help finance local and state services. 

To the extent that exemption has not been granted and special 
rates have not been provided, property taxation does not differen- 
tiate between money income and nonincome earning property 
(money) — merchants’ inventories and household goods, respec- 
tively. Furthermore, inequitable double taxation is involved in 
taxing at full rate both wealth and rights to wealth, such as a 
mortgage. Thus, A may own a piece of land worth $5,000 
against which there are no property claims except his own. B 
(across the road) also owns $5,000 worth of land, against which 
C may hold a mortgage for $2,000. If B is assessed on his prop- 

^ The study on "'Tax Exemptions in Iowa” was made hy Edward D. Allen for 
a special tax group, the Iowa Postwar Tax Study Committee. So small a portion 
of taxable intangible claims to wealth was actually taxed that the final report of 
the Tax Study Group (1946) recommended the repeal of the so-called "monies 
and credits” tax. 

^ Brief discussion of these homestead tax relief measures will be given in the 
following chapter. 
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erty-holding of $5,000 and C is also assessed on his mortgage, 
the same amount of real wealth has greater taxes imposed against 
it in one case than in the other. It may well be that C will evade 
the tax by concealing his mortgage or it may be that B and C may 
come to some agreement on the terms of lending which will shift 
the tax to B through a rise in interest rate. In case C is taxed 
at aU on his intangible wealth,- inequitable double taxation will 
arise. Tiris example is an indication of the lack of homogeneity 
in taxable property under modern conditions. This sort of situa- 
tion complicates the application of a general property tax which is 
inherently not equitable among individuals. 

Property tax evasion. The avoidance and evasion which has 
accompanied the general property tax has been due to a number 
of factors, only part of which are explained by the exemptions 
which have been granted. They can be traced partly to faulty 
assessment, under which property may not be assessed at all or 
at only a fraction of its true value. They may also be traced 
to the ease with which intangible property rights — such as stocks, 
bonds, promissory notes, and bank deposits — ^may be “moved” or 
“hidden” from the assessor. . This makes relative taxation of those 
intangible property rights which assessors do reach and assess 
all the more inequitable among individuals. 

Inequities and capitalization in the property tax. Property tax- 
ation has proved inequitable as a means of apportioning the tax 
bmden among individuals in several ways. For one thing, some 
types of property taxes tend to be shifted forward ( or backward ) 
and to increase inequality in the distribution of income. This is 
probably true of taxes on improvements and on tangible per- 
sonal property intended for later sale to consumers — such as mer- 
chants’ inventories — of some taxes on intangibles — such as on 
mortgages against real property — and even of taxes on land, ha so 
far as they fall on reproducible elements of fertility contributing to 
land value and not upon the location value of land. Such shift- 
ing may take place principally in longer-run periods. 

For some types of property, the burden of an additional tax 
may fall on the previous ovmer through the process of capitaliza- 
tion (refer to Chapter XII). This is certainly true of property 
t|ixes which faU on location elements in land value, of taxes on 
long-term bonds and stocks, and (for some period of time) of 
taxes which fall on reproducible improvements on land. To the 
(unmeasurable) extent that property taxes are capitalized, of 
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course, the purchaser of real wealth or property rights against 
the wealth is able to take taxes into consideration; the pmchase 
price of the property is reduced, and the existing burden of 
property taxes on their new owners is reduced. Under specified 
conditions this means that the purchaser of property may buy 
if “free” from the burden of differentially heavy taxes which may 
have been imposed on it. This does not mean that the new 
owner will not pay taxes due, but that his anticipated net income 
after taxes, at time of purchase, will be as great as in the absence 
of such differentially heavy taxes. The correct generalization 
relative to capitalization and shifting which has often been made 
is that if a tax is capitalized, it cannot be shifted and vice versa. 

Benefits received and ability to pay in property taxation. In 
colonial days, when ownership of real estate was an individuals 
main index of ability to pay, property may have provided a fairly 
equitable basis for taxation. But the same argument can scarcely 
be given much weight today. Soiuces of income which were 
less important in colonial days have grown with the develop- 
ment of our highly industrialized economy. • For example, in 
(calendar) 1944, wages-salaries represented 72 per cent of the 
national income. This makes wages-salaries an important ele- 
ment in the personal income-tax base. Net income to pro- 
prietors was not spHt into income from the use of property and 
of services in 1944, but even so was but 15 per cent of na- 
tional income. Interest, net rents, and net corporate profits 
represented the remaining 13 per cent.^® Ability to pay (as we 
have used the term) may provide a slight basis for property tax- 
ation in the case of owners of farm real estate. Despite the 
sharp rise in personal income taxes in recent years, it is generally 
conceded that income from farming has not been very success- 
fully reached by the income tax. To some (unmeasurable) ex- 
tent, therefore, it is possible that property taxes which fall on 
farm real estate do tap elements of ability to pay that are not 
reached xmder the income tax. This is particularly true where 
capitalization of part or all of existing property taxes by present 
owners has occurred, together with some evasion of income-tax 
habihty.®^ 

I 

Sourcfe; Derived from data in The Survey of Current Business, February, 1945, 
page 5. 

^ It is not possible to develop a quantitative statement on capitalization or in* 
come-tax evasion. Capitalization is impossible to measure satisfactorily, unless 
all property taxes were removed — a tax policy which is not advocated here. The 
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General taxation according to benefits received cannot pro- 
vide much of a basis for property taxation. As a society, for 
instance, we have accepted the idea that an owner of property 
shall pay taxes for the support of his own school district, whether 
or not he has children to educate or even lives in the school dis- 
trict. We have also accepted the idea that local police- and fire- 
protection should be extended to all, whether or not they pay a 
portion of the property taxes which are imposed. Undoubtedly, 
some property taxes can be reasonably explained on a special- 
benefits basis.*® This does not justify their continued use as the 
principal tax of local governments. Some of the expansion in 
state and Federal aids to local governments can be explained 
by a desire to keep down the expansion in property taxation. 
Furthermore, property taxes which are imposed on improvements 
increase the cost of shelter, and impinge with severity on renters 
when such taxes are shifted forward. 

Basic Reasons for Deficiencies in Property Taxation 

Property is no longer easy to assess. One fundamental reason 
for deficiencies in property taxation is that property no longer has 
the high degree of homogeneity which it had in colonial times 
when the major index of individual wealth and income was the 
ownership of property, principally real property. “Property” for 
tax purposes today is a complex bundle of wealth and rights to 
wealth, of movable personal property ( intangible and tangible ) , 
of small and large business units, of property which may earn 
money income — such as the sale of farm crops and livestock and of 
merchants’ inventories — and of real personal property which is 
used primarily in consumption. A large share of our intangible 
property rights have developed with the growth of corporations 
which issue shares of stock, and sometimes bonds, to acquire the 
real wealth which they employ. 

Important consequences follow from this breakdown in homo- 
geneity of property. Today, there is a great difference in the 

Bureau of Internal Revenue does not distinguish the tax returns of farmers and 
those of odier individuals. In a few states — such as Iowa — the distinction in tax 
liabilities Is made, but this gives an insufficient clue to the amount of tax evasion 
which may have occurred. 

See Edwin H. Spengler, “Is die Real Estate Tax a Benefit Tax?'" Memoran- 
dum No. 5, Report of the 'New York State Commission for the Revision of the 
Tax Laws, Albany, N. Y., 1932, 
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relative ease with which taxes may be levied and collected on 
property. For one thing, there are more complex industrial units 
whose assessment by a relatively untrained local assessor is dif- 
ficult, particularly when the business of these units extends over 
a large area which involves many taxing districts. To some ex- 
tent, the development of state assessment of railroad and pubhc 
utility properties has relieved local assessors of this particular 
problem, but there are still many manufacturing and mercantile 
tmits with plants in a particular taxing district whose assessment 
is very diflBcult for the typical local assessor. Again, the great 
growth in intangible and tangible personal property has pre- 
sented problems which the typical local assessor either cannot, or 
is unwilling to, attack vigorously. 

Furthermore, property under present-day conditions differs 
greatly in its ability to pay. Some kinds of property — such as 
urban land — ^may earn income when it is difficult to shift the 
tax and tax capitalization has occurred. Logically, owners of 
such property might be expected to pay some taxes as part of a 
general plan for greater equality in income distribution. Bui 
other types of property ( as enumerated earlier ) may be used to 
earn money income when possibilities of tax-shifting definitely 
exist. Further, some types of property, such as household goods, 
private motor' vehicles, and other personal effects may not be 
used to earn money income at all. Taxes imposed on these types 
of property are not likely to be shifted and may intensify inequal- 
ity in the distribution of incomes.^® 

Deficiencies in property tax administration. A second major 
reason for deficiencies in property taxation is that administration 
has not been satisfactory. This deficiency is due in part to in- 
herent difficulties. The increasing complexity of property for 
taxation has made assessment at uniform rates of various types 
of property more and more difficult.®® 

There is certain to be some variation in the relative abihties of 
different assessors no matter how they are selected or supervised. 
However, deficiencies in property-tax administration are largely 

we shall see in the following chapter, the various states have sought to 
limit in four main ways those deficiencies of present-day property taxation due to 
the complexity of property. 

®^See National Association of Assessing Officers, Assessment Organization and 
Personnel, Chicago, 1941, for a very complete discussion of assessment organiza- 
tion in the United States. 
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due to factors which are not necessarily inherent in the adminis- 
trative process. One is the general method of popular election 
by which assessors are chosen. Another factor is the smallness 
of the area within which local assessors operate. Each township 
and municipality selects assessors, and except in the case of larger 
cities, the task of assessment is only a part-time position which is 
usually carried on ’as a side-line. Therefore, assessors are often 
inexperienced and untrained in the field of appraisal and assess- 
ment. Even for the few weeks out of any given year that a 
typical assessor works, he is poorly paid and lacks both the re- 
sources and incentives to make the best possible assessment. 
Except in a few states (such as Wisconsin), central supervision 
of local assessment is not very significant. 

Why Do We Retain General Property Taxation? 

In the following chapter we will attempt to survey briefly 
some of the attempts to improve property taxation, but, on the 
basis of the analysis so far, it is relevant to inquire: In view of all 
its deficiencies why is the general property tax continued? ' The 
main economic reason for its continuance is that much capitaliza- 
tion of property now held has already occurred, and to abandon 
property taxation would cause a rise in these property values 
which would place an xmeamed subsidy in the pockets of those 
who have benefited from such capitalization. 

Fiscally, property taxation provides revenues to local units of 
government which are large, quite dependable, and relatively 
predictable ( except when a deep depression like that of the early 
thirties sharply increases the percentage of property tax delin- 
quency). Furthermore, in the absence of state and Federal 
grants of a size which people in most localities are not yet ready 
to accept, the property tax is the principal tax tool which can be 
employed with some degree of efficiency by most local units of 
government. 

Nevertheless, our experience has demonstrated that, even with 
high quality administration, it is not desirable to treat the com- 
plex bundle of items which we call “property” for taxation as a 
homogeneous mass. Personal property should probably be en- 
tirely omitted from taxation; certain other exemptions of pri- 
vately held property can be justified. 
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CHAPTER XX 


PROPOSALS FOR IMPROVEMENT 
IN PROPERTY TAXATION 

M any of the criticisms of general property taxation noted 
have received attention, both by legislators and by stu- 
dents of taxation. Among the types of improvements in the op- 
eration of property taxation which have been suggested — many 
of which have been tried — are these: (1) classification of prop- 
erty for tax purposes, (2) improved administration of property 
taxation, and ( 3 ) limitation of the property-tax base to real prop- 
erty ( real estate ) . 

Among the most widely known of property tax reformers was 
Henry George. A small group of advocates and economists still 
follow his views, a few of which we will mention. George ad- 
vocated that all taxes except those upon land be abolished. The 
basis for this argument was that the land was “God given,” that 
its supply was fixed, and that its value was constantly rising as 
population increased. These factors provided windfalls to prop- 
erty owners which could be taxed away without affecting the 
supply of land. 

The slackening of population growth, improvement in agri- 
cultural technology, and arrest of increases io. site values make the 
single tax inapplifcable as a needed reform measmre. Rents and 
royalties constitute only a small fraction of the national income. 
In addition, government functions have been so greatly increased 
that the single tax would be completely inadequate as the source 
of government revenue. 

Property Classification for Tax Purposes 

In the previous chapter, we noted that there has been a con- 
siderable amount of property tax evasion. We also noted that 
taxation of some kinds of property^ — intangibles, for example — 
represented double taxation, and that the tax load on some other 
kinds — such as household goods — ^was out of line with the earning 
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capacity of the property. One attempt to reduce these inequities 
and to increase revenue from property taxes is the classification 
of property for tax purposes. 

As Professor Leland has remarked, the "essence of classification 
is the difEerentiation in the effective rates of taxation applied to 
the various classes of property.” Classification may consist prin- 
cipally of separate, low-rate taxatioii of mtangibles or principally 
of a comprehensive classification of various types of property for 
taxation. The common practice in comprehensive classification 
is to assess diflEerent types of property at different ratios to their 
true value. 

As of 1944, about one-third of the states had separately classi- 
fied intangibles for taxation at low millage rates ( a levy of 2 to 
5 mills was common). Six states (Minnesota, Montana, Ken- 
tucky, Virginia, West Virginia, and Ohio) had adopted a com- 
prehensive system of classification for all types of property, 
following the precedent set by Minnesota by a 1906 state con- 
stitutional amendment permitting broad classification. 

Because the Minnesota classification is basic in the Minnesota 
tax system, we will describe it briefly, although, as Professor 
Leland has pointed out, it is not clear that broad classifications 
which have been set up by legislators have always distinguished 
classes of property which are economically different.^ Much has 
depended on such other considerations as the relative political 
strength of property-owning groups likely to be affected and the 
expected relative ease in the assessment of various types of prop- 
erty. 

Minnesota has' developed an elaborate system of classification, 
which largely operates by applying varying ratios of assessed to 
true value for different classes of property. Iron ore, whether 
mined or unmined, is assessed at 50 per cent of true value; 
platted urban real estate is assessed at 40 per cent; rural real 
estate and a considerable percentage of personal property is as- 
sessed at 33:1 per cent; household goods are assessed at 25 per 

^ See Simeon E. Leland, “Some Observations Concerning the Classified Property 

Tax,” Symposium of the Tax Policy League: Property Taxation, Tax Institute, 
1939, pages 83-116. For a more complete statement on classified property taxa- 
tion, see Simeon E. Leland, The Classified Property Tax in the United States, 
Boston: Houghton Mifflin Company, 1928. 

® See Simeon E. Leland, "‘Some Observations Concerning the Classified Property 
Tax,” pages 85-86. 
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cent (when they are assessed at all); rural personal property is 
assessed at only 10 per cent. Up to the first $4,000 in value, 
xurban homes are assessed at only 25 per cent and the ratio for 
rural homesteads is 20 per cent. The first $4,000 of the true 
value of homesteads is exempt from such property taxes as the 
state government may impose.® Minnesota has minimized prop- 
erty tax exemption by requiring that exemptions can be granted 
only by constitutional amendment. Its decision to tax exhausti- 
ble resources (iron) with relative severity and household goods 
(difficult to assess) quite lightly is represented in the property 
classification which it has adopted. 

Several results of low-rate taxation of intangibles should be 
noted. Professor Leland may be correct in his contention that 
such taxation has resulted in a larger amount of taxable property 
being listed for taxation,^ but evidence is less clear that such clas- 
sification has resulted in greater tax revenue. Also, there 
would appear to be no strong reason why owners of intangibles 
should be expected to pay a property tax in addition to those 
taxes which have been imposed on the real wealth against which 
such intangibles are merely claims. 

Recognizing the difficulties of tax assessment, a few states — 
such as Minnesota — have recently repealed their low-rate taxes on 
intangibles; many are reaching intangibles through state income 
taxes. Income from intangibles is included among various items 
of taxable income. In Iowa, where experience with a low-rate 
tax on intangibles has been quite unsatisfactory, a 1946 tax study 
recommended the repeal of most of such taxes. A few other 
states — such as Ohio, Tennessee, and New Hampshire — did not 
have a general state income tax as of 1946, but did apply income 
taxes to intangibles as the preferred method of taxing this type 
of property. 

Professor Leland has pointed out that the movement for classi- 
fication probably reached a peak about fifteen years ago. He has 
stated that: 

The principal service of classification has not been as a fiscal measure 

to fill public treasuries, but to provide greater justice and flexibility 

® Minnesota repealed its 3-mill tax on the full value of intangibles, effective in 
1946. Minnesota collected only a 2-mill state property tax in the same year. 

See Simeon E. Leland, The Classified Property Tax in the United States, page 
403. 
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in the operation of the property tax. ... It has given legislatures 
greater freedom in the taxation of property and has demonstrated 
that, by- and large, these assemblies can be trusted in adopting tax 
measures not to abuse seriously the privileges conferred upon them. 
. . , Property classification may well find a place under a system 
of taxes in 'personam [as well as in the traditional ad rem function 
of property taxes] .... The differentiation of unHke things is the 
essence of classification. Such differentiations are vastly broader 
than property taxation. They underlie the whole field of govern- 
ment support. If, however, the property tax should be converted 
into a net fortunes tax, some use of the classification principle would 
seem to be in order.® 

Improved Administration of the Property Tax 

Efforts to improve the administration of the property tax have 
centered largely in two fields : ( 1 ) Increased control of state tax 
commissions or other state authorities over local assessors; (2) 
transference to state tax authorities of assessment of certain prop- 
erties, especially railroads and other pubhc utilities, which gen- 
erally cover more than one local taxing district. 

While some states, notably Wisconsin, have made outstanding 
advances in state supervision and control over local assessment, 
the quality of property-tax administration is far from that which 
most fiscal students would like to see. Thus, while all states 
have some type of central tax authority, the members of this 
body are rarely appointed on a merit basis, free from politics, for 
long terms, and eligible for reappointment on the basis of com- 
petency of service. Those in control of the majority party have 
been able to appoint a majority of the members of the state tax 
commission. 

Further, a strong politically free tax commission should assess 
all property or business of interstate or state- wide (rather than of 
a localized) character, types of properties which raise special 
problems of assessment. They should also assess local properties 
which raise special problems — such as mineral and timber re- 
sources — an,d local industrial enterprises of considerable size. 
The common practice is to have state assessment of only spe- 
cific and hmited types of business enterprises — ^mqst commonly 
railroads and other public utilities. 

®See Simeon E. Leland, "Some Observations Concerning the Classified Prop- 
erty Tax,” pages 115-116. The comment in brackets is by the writers. 
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A strong state tax commission should have and exercise the 
power not only to supervise, but also to remove “for cause” lo- 
cally selected assessors, subject only to court restraint. In the 
few cases where power of removal has been granted, it has seldom 
been used, due to general opposition to centralized methods of 
supervising assessment, which might become arbitrary. Some of 
the central tax groups equalize and reassess property among 
various taxing districts. This is especially important where there 
is a state property-tax levy. Typically acting as the final board 
of review for local assessments, such state bodies should have 
the power to reassess local individual properties in order to have 
the most equitable tax base. 

At the local level, prevailing assessment districts should be en- 
larged to provide full-time employment at attractive salaries for 
local assessors, who should be appointed on a merit basis — ^pos- 
sibly by the county boards of supervisors — rather than popularly 
elected, as at present. 

Many of these rather obvious improvements in the system of 
property-tax administration have not occurred, and will not take 
place, as long as the local electorate prefers election of (or in- 
fluence over the appointment of) tax administrators to removal 
of the inequities of property tax administration. 

Wisconsin has had one of the most successful and equitable 
systems of property-tax administration, especially during the 
period 1901-1940.® The choice and use of tax administrative 
bodies during this period was not different from the process in 
most states except for one exception which exception was impor- 
tant. Forty supervisors of local assessments were appointed, on 
a merit basis, and free from political interference.'^ They co- 
operated primarily with locally elected assessors in improving 
property assessment, but also with the state tax commission (now 
“department”) in providing the best possible data for central 
assessment or equalization of assessed values among tax districts. 

Although Wisconsin has county boards of assessment (and 

®See Harold M. Grovea and A. Bristol Goodman, “A Pattern of Successful 
Property Tax Administration: The Wisconsin Experience/' Journal of Land and 
Fublic Utility Economics^ Vol. XIX (Mayj August, and November, 1943), pages 
141-152, 300-315, and 418-435, respectively. 

^From 1911 to 1934, the assessors divided their time between assessment of 
the state income tax and supervision of local assessment of property. Their 
number was reduced to 4 by legislation in 1940. 
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equalization ) , it has not chosen to try taking the selection of local 
assessors “out of politics.” The supervisors of assessment have 
worked diligently with these local assessors to obtain the fairest 
possible local assessment of various properties. They also have 
worked with county boards of assessment to determine “final” 
equalized property values for taxation. County boards came to 
rely on the assessed valuations of property submitted by the 
supervisors. In the years just before 1940, this had made the 
assessments by county oflBcials and the subsequent assessments 
by state supervisors (for equalization purposes) much the same. 

State assessment (or equalization) of locally assessed property 
is important in Wisconsin for several reasons : ( 1 ) it provides a 
more equitable distribution of state property-tax levies among 
local taxing districts by classes of property, especially where in- 
dustrial properties are important, for such properties are charac- 
teristically given a relatively favorable assessment, ( 2 ) it provides 
a fairer basis for the determination of such local tax-rate and 
debt-rate limitations as are imposed, (3) it reduces competitive 
undervaluation, (4) it establishes a fairer basis for the distribu- 
tion of state school-aid, which is distributed on the basis of local 
assessed value, (5) it establishes a reasonably equitable basis for 
the central assessment and subsequent taxation of railroads and 
utilities.® 

There are three main techniques available for assessment of 
property. One is the use of sales data on property. However, 
the infrequency and erratic nature of such sales in certain tax 
districts led to the use of appraisals ( guided by the supervisor of 
assessments) as a supplement to sales data in Wisconsin. Fi- 
nally, there is the possibility of a rather rapid “mass” assessment 
— assessment without fuU use of detailed current information — 
or central reassessment of property in a given district. Local as- 
sessors in Wisconsin have tended to use sales data or appraisals 
more frequently than “mass” assessment, although it has been 
pointed out that “the more detailed it (mass assessment) becomes, 
the more like appraisal it appears to be. In fact, there is a con- 
stant shading from mass estimate’ through mass assessment’ to 

® Other reasons are also given by Groves and Goodman in their discussion 
previously mentioned. Actually, the tax rate applicable to railroads and utilities 
is determined by dividing the total property-tax levies of the state and its sub- 
divisions by the equalized assessed value of all other taxable property ( exclusive 
of railroads and utilities), 
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appraisals.” ® The Wisconsin Tax Department has been increas- 
ingly inclined to accept property valuations certified to it by su- 
pervisors and does not reassess individual properties within 
particular taxing districts. 

On the basis on which Wisconsin operated Until 1940, Groves 
and Goodman have concluded that “the xmique contribution of 
the state lies in a vigorous and workable program of state as- 
sessment supervision and equalization. The result has been 
much improvement in the quality of the product . . . The 
(property) tax is so well adapted to supply local revenues with- 
out reliance on central units of government that its future reten- 
tion in some form is assured.” 

They do not mean, however, that further improvements cannot 
be made in the tax. Both writers point out that they have simply 
attempted to summarize certain administrative aspects of the tax. 
They see no reason why the pattern of administration which has 
been developed in Wisconsin could not be applied in other 
states as well, but they emphasize that supervisors of taxation 
must be selected on a nonpolitical basis if locally elected assessors 
are to gain the benefits of continued experience and to regard the 
supervisors as individuals set apart from the ordinary political 
process. Special problems involved in assessment of such prop- 
erties as railroads and other public utilities, exhaustible resources, 
timber, and other types of property will be examined later.^’- 

Making the Property Tax a Tax on Real Estate 

A third type of development in property taxation which has 
improved its operation has been the growing tendency to center 
such taxation on real estate.^^ This tendency is partly evidenced 
by the increasing exemptions granted to personal property. 
Two states. New York and Delaware, had abandoned the taxa- 
tion of personal property before 1946. Household goods are 
often specifically exempt from property taxes; where they are not, 
they are seldom assessed for taxation to a (relatively) large extent. 

“ Groves and Goodman, “Successful Property Tax Administration,” op. cit, page 
313. 

“ See Groves and Goodman, ibid., pages 433-434. 

“ Property assessment ha^ been facilitated in Wisconsin by the fact that certain 
classes of personal property have been exempt from taxation. These include in; 
tangibles, household goods, and motor vehicles. 

“See Census Bulletin of June, 1939, Assessed Value of Property Subject to 
General and Selective Properly Taxes by States; IQ&i', Bureau of the Census, 
Washington, D. C., 1939. 
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Motor vehicles are often exempt because they are taxed under 
special motor-vehicle taxes. Experiments with low-rate taxation 
of intangible claims to wealth have been widespread, but often 
have not increased tax revenues, even though the total listing of 
such articles of property probably had been increased by the low- 
rate tax measures. One state (Minnesota) recently abandoned 
the taxation of intangibles; others, like Iowa, were proposing their 
abandonment in 1947. The principal types of personal property 
typically assessed are merchants’ inventories, farm livestock, and 
farm machinery. 

The development of the property tax as a tax on real estate is 
an improvement for several reasons. Under the so-called “gen- 
eral” property tax, there were various types of inequities. Some 
individuals evaded taxation. Taxes on inventories, livestock, 
and machinery are elements of business cost which, in the long 
run, are shifted and tend to increase inequahty in the distribu- 
tion of iacomes. Low-rate taxes on intangible claims to wealth 
already taxed were one variety of inequitable double taxation. 
This does not mean that even a high-quality assessment of all real 
estate constitutes a measurably good base for the property tax. 
Some of the taxes imposed on land are capitalized, rather than 
shifted. To avoid the discouragement of improvements on land, 
a strong case can be made out for relatively lower rates of taxa- 
tion (or a period of exemption) on new improvements.^® 

Elements of a "Good” Property Tax 

Although the writers recognize that the property tax is not the 
best of various possible taxes, it is very unlikely that property 
taxation will be discontinued. Furthermore, there is merit in 
the continuance of some locally imposed taxation, even though 
the growth of extra-local aspects of local government brings about 
a continued increase in intergovernmental fiscal aids to local 
governments. 

As has been indicated previously, property taxation may make 
it possible to reach elements of abihty to pay, especially among 
owners of farm property, who may otherwise evade personal in- 
come taxation. It is probable that there will be a continued 
expansion of intergovernmental aids, particularly Federal aids, 

“See Harold S. Buttenheim, “The Case for Low-Rate Taxation of Improve- 
ments,” Symposium of the Tax Policy League, Tax Institute, 1940, pages 135-152. 
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to local governments. This is partly because these units are (in 
most cases ) not able to apply successfully forms of taxation other 
than the property tax, while at the same time, they are expected 
to provide an increasing range of government services. Those 
who are interested in retaining local interest in government ex- 
penditures contend that local property taxes are one eflEective 
means to stimulate and maintain interest in the eflBciency of 
public services. 

Tax capitalization often occurs in the transfer of real property. 
To reduce existing property taxes substantially probably would 
increase sale values of existing properties and give present own- 
ers substantial windfalls.^^ It is possible that these windfall gains 
could be recaptured through a system of capital-gains taxation, 
although it would be extremely difficult to recapture all of them. 

From the standpoint of revenue only, property ta&es have pro- 
vided relatively stable and predictable revenues, when swings in 
real estate values or incomes of property owners have not been 
great. The revenue argument was somewhat weakened by the 
wave of property-tax delinquency which swept the country in 
the early years of the thirties. This meant that assessors did not 
pay much attention to changes in actual property values when 
they made their assessments. 

Assuming the retention of the property tax in our local-state 
fiscal system, the desirable characteristics of such a tax would be: 
( 1 ) it would be confined to real estate, with especially favorable 
treatment of new improvements, (2) it would be administered 
with a high degree of equity in assessment. These characteris- 
tics have already been discussed. 

The part that property taxes should have in the total tax base 
depends on the extent of intergovernmental fiscal aid to local 
units of government. Such aids grew from 76 million dollars in 
1902 to 1,760 million dollars in 1942. 

The continued fear of centralized governmental administration 
in the United States probably means that sufficient extension of 
intergovernmental (particularly Federal) aid will not come for 
some time. If the amount of intergovernmental (especially 
Federal) aid which these proposals imply were accepted, the 
local property tax would be much less important fiscally than it is 
at the present time. The logic and problems involved in inter- 

^ See Henry Simons, personal Income, Taxation, pages 82-33. 
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governmental aids are part of the subject matter of the final two 
chapters of this book. 

The components of “good” property tax administration have al- 
ready been discussed at some length, and will not be repeated. 
It is sufficient to say that the movement toward substantial im- 
provements in property tax administration of the type which has 
been outlined is very slow. 

Special Problems of Property Taxation 

Even good property taxation presents problems in practice. 
The continued use, and accompanying modification, of the prop- 
erty tax, however, has given rise to certain special problems. 
Among these are: (1) tax exemptions; (2) tax-rate and debt-rate 
limitations; (3) the assessment of certain types of property, such 
as raihoads, other pubhc utilities, exhaustible natural resources, 
and certain types of land; (4) the assessment of merchants’ in- 
ventories. 

Tax exemptions. It has been indicated that tax exemptions 
have been increasing. They present special problems partly 
because, as exemptions increase, the property-tax levies on that 
part of the property remaining in the tax base are either in- 
creased, or an increased amotmt of intergovernmental aid is re- 
, quired. This amount may exceed that which those interested 
in maintaining home-rule and home-finance are willing to accept. 

A special type of tax exemption which has received attention 
since the early years of the thirties is the partial exemption from 
taxation of “homesteads,” generally defined to include some (or 
all) property which is occupied by a property owner. As of 1944, 
about one-fourth of the states had responded to pohtical pressure 
for specially favorable treatment of homesteads. A few — such as 
Iowa and Louisiana — replaced the loss in local revenue by grants 
to local governments made from state tax sources. Miimesota 
and Montana give homesteads especially favorable classification 
Tmder their comprehensive property-tax-classification laws. 

Homestead tax exemption may be evaluated in- a number of 
ways. It may be regarded partly as expression of a social desire 
to stimulate home ownership.^® Promotion of home ownership 

^ In Iowa, for example, the number of homesteads qualifying for special treat- 
ment increased steadily from 304,000 in 1936, when me law first became effec- 
tive, to 395,000 in 1944, Since Iowa has replaced exempted local taxes with 
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is also found in personal income taxation where owners are per- 
mitted to deduct property taxes but renters are not permitted to 
deduct rents. Partial homestead tax exemption rmquestionably 
reduces the fixed charges attached to home ownership. On the 
other hand, such special treatment of homesteads offers nothing 
to renters. In fact, they may have to bear increased state taxes 
when replacement for the loss of local tax revenue is provided. 
Part of the existing taxes on homeowners may already have been 
capitalized, and to this extent, homestead tax exemption gives 
to existing homeowners a windfall. 

Another important factor in the development of partial home- 
stead tax exemption was the severe depression of the early thir- 
ties. Only a portion of the effects of homestead tax exemption 
can be analvzed in economic terms. One serious effect in most 
states where such exemptions are offered is that the sources of 
local government’s tax revenue, already restricted in large part to 
the property tax, have been further restricted by the exemption 
of additional property from the tax base. 

A number of states, like Wisconsin, have used a system of tax 
offsets, whereby taxes on personal property could be offset 
against taxes on incomes. The system of tax offsets has been 
severely criticized by some prominent students of taxation, 
among them Professor Herbert Simpson, who has contended that 

the offset operates not only in a capricious way, dependent on 
arbitrary ratios of income and property, but introduces a positively 
vicious element in the redistribution of burdens which it brings 
about.^® 

Professor Simpson has probably overstated his point. For one 
thing, taxes on personalty are themselves capricious and should 
be abolished. What is saved rmder the income tax is paid imder 
the property tax. The offset combination does operate to es- 
tablish some floor for property-tax revenue, and operates to 
lessen the variability in income-tax revenue. Such variability 
is important to state and local governments, which are forced to 
live within their current revenue resources. It is true that the 

state funds, the annual drain on the state treasury has increased from $11,000,000 
to over $15,000,000. The basic law providing for such credits has itself not been 
changed. 

^®See Herbert D. Simpson, The Effects of a Property Tax Offset Under an 
Income Tax, Institute for Economic Research, Chicago, 1932. 
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oflFset combination implies the retention of greater resources for 
purpose -of tax administration than if state and local taxes were 
based primarily either on property or on income taxes. 

Tax-rate and debt-rate limitations. A few comments have al- 
ready been made on tax- and debt-rate limitations, especially in 
the few states which imposed over-all limitations during the 
lowest-income years of the thirties. ' Most states have given their 
subdivisions comparative freedom in establishing tax rates for 
particular purposes, although maximum tax rates to be imposed in 
any one year have often been specified. Pressure against the 
various maxima have become quite intense during the forties, 
although permission to impose levies in excess of established 
maxima has been granted largely on an emergency basis to date. 
In the past, it has been common to circumvent tax-rate limitations 
by increasing funds through borrowing, although some states 
have imposed an over-all limit to borrowing of a specified maxi- 
mum ratio (such as 5 per cent) 'of borrowed funds to assessed 
value of property within the local unit. 

In general, tax-rate and debt-rate limitations create more prob- 
lems than they solve. Such hmitations reflect lack of trust in 
local officials by state legislators. They sometimes cause a falling 
off of important public services.^^ They almost inevitably result 
in an increase in state aid, although the new sources of tax rev- 
enue which the states have secured since 1930 consist largely of 
general sales taxes or gross-receipts taxes.^® Our previous analy- 
sis of such taxes makes it difficult to give them a much Irigher 
priority in the tax structure than may be given to property taxes. 
On the whole, the net merit of local tax- and debt-rate hmitations 
has yet to be demonstrated. 

Assessment of special types of properties. Certain types of 
property assessments create technical and economic problems 
which the typical local assessor is not able to solve. Among 
these are the assessment of railroad and other public utihty prop- 
erties (which typically are aheady assessed by the state), forest, 

A famous case occurred in West Virginia. There, faced with an over-all tax- 
and debt-rate limitation, Morgantown vacated all offices and positions and ordered 
the discontinuance of street lighting and fire protection. The state was forced 
to come to the aid of its localities. 

“Apart from the collection of payroll taxes for unemployment insurance be- 

f inning in 1936. As was indicated in Chapter XVIII, payroll tax revenues may 
ecome the basis for payment of unemployment benefits, but they do not become 
part of state general revenue available for desired purposes. 
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mineral, and petroleum resources, and certain types of land — such 
as cut-over timber land. High quality in assessment can only 
be obtained for such properties by having state assessment, after 
which the assessed values which fall within various tax districts 
can be certified back to these districts and local taxes can be im- 
posed on these valuations. 

( 1 ) Assessment of railroads and public utilities. State assess- 
ment (and certification of value) is typical for rafhoads and other 
public utilities. It has been seen for many years that no local 
assessor can survey a short stretch of railroad property which 
happens to be in his district and from that survey get any idea as 
to the taxable value of a portion of what may be a transconti- 
nental railroad line. This does not mean that even state assess- 
ment of a complex railroad or other utility property will be sim- 
ple. Such factors as capitaHzed net earnings and gross earnings 
( both allocated to a particular state ) , value of outstanding securi- 
ties, and even the tangible property within the particular state 
should be considered in order to arrive at a state-determined as- 
sessed value for a particular year.^® 

A few states — especially Minnesota, Connecticut, and Maine — 
levy gross- (allocated) earnings taxes on railroads in lieu of other 
property taxes. It is claimed for such taxes (the Minnesota tax 
of 5 per cent is a good illustration) that they reduce the amount 
of work in property valuation, as compared with the more com- 
mon ad valorem method of assessing railroad properties. This 
may be questioned, however, since the specific basis on which 
such gross-earnings taxes have been held constitutional was the 
statement that these taxes would not exceed those levied. on a 
property-value basis. It is difficult to see how a state can make 
such, a comparison legally without also making an ad valorem 
assessment for the entire raihoad property allocated to that state. 

Problems of state assessment are less difficult in the case of 
many domestic utilities, where an intei'State allocation of earnings 
and of property may not be required. It is probably that state 
assessment, however, should also extend to all industrial proper- 
ties of any considerable size. A local assessor is likely to be be- 

^®!For a quite complete discussion of the problems of railroad assessment, see 
Harley L- Lutz, The Taxation of Railroads in New Jersey, Princeton, New Jersey: 
Princeton University Press, 1940. 
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wildered by the complexity of a large factory, with its various 
types of personal and real property. 

(2) Assessment of forests, minerals, and other natural re- 
sources. Forest, mineral, and other natural resources offer special 
problems in assessment which will not be discussed in detail 
here,^® It is clearly undesirable to levy an annual ad valorem 
property tax on growing forests. Such taxation may encourage 
the early cutting of forests not yet fully developed in order to 
pay taxes. It is preferable to make the bulk of the tax coincide 
with the time when the forest product is cut, and probably to 
make such a tax fall on gross value product, rather than on value 
of property. It is not inequitable to impose some annual taxes on 
forest property. In Minnesota, Michigan, and Wisconsin a flat 
acreage tax is levied. As of 1944, more than half the states ap- 
plied special provisions in the taxation of forests, and most of 
them replaced the loss in local tax revenues with state funds. 

The problem of taxing mineral resources has not been satis- 
factorily solved in all of the states where such resources are 
found. However, there is general agreement that taxes on mines 
do discourage mining. This is not necessarily undesirable if the 
people of a given state wish to preserve exhaustible natural re- 
sources located in the state, especially where the bulk of minerals 
extracted are sold (or used in products sold) primarily to people 
living outside the state, as in the case of iron mined in Minnesota. 
We observed in Chapter XV that, as of 1946, 23 states had im- 
posed special “severance” taxes on the extraction or sale of 
natural resources. 

In addition to such severance taxes, however, there may be the 
question of the application to mineral resources of regular prop- 
erty taxation. In some states such property-value taxes are 
levied, sometimes at relatively high rates, as in Minnesota where 
mineral resources receive the highest percentage classification for 
property taxation. Some other states impose taxes on such re- 
sources on a basis of the value of tonnage produced. Other 
states apply taxes on the basis of some (arbitrary) multiple pf the 
net proceeds resulting from extraction as indicated by tonnage, 

^For more detailed treatment see, for instance, Harold M, Groves, Financing 
Government, revised edition, pages 365-383, New York: Henry Holt & Co., Inc., 
1945. 
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gross production, or net production; or they employ ordinary 
ad valorem property taxes. It is reasonably clear that ordinary 
ad valorem property taxes are an unsatisfactory method by which 
to assess property used for the purpose of extracting petroleum 
. and its products. 

(3) Classification of land for purposes of assessment. It has 
been widely recognized for some years that certain types of land 
— such as cut-over forest areas — should be classified for taxation 
and assessed at a very low rate, or made entirely exempt from 
property taxes. Some, although not enough, progress has been 
made in the direction of land-use classification for purposes of 
taxation."^ In areas like northern Minnesota, the problem is not 
only one of land-use classification for taxation, but also pne of 
persuading a relatively small number of people to move. Their 
continued presence causes a drain on public treasuries in order 
to provide a minimum of public services. Application of the 
classic Henry George idea of a “single tax” on land value to such 
land-use areas would yield httle revenue. It would also be 
highly inequitable although it might shorten the time when such 
areas would revert to the state. It is clear that such lands should 
be devoted to land-uses different and more highly simplified than 
lands used for typical farming enterprises. 

(4) Assessment of Inventories. A further problem in equity 
which arises from present property assessment methods is the 
assessment of merchants’ inventories. The writers have already 
urged that taxation of personal property should be abandoned. 
A sharp reduction in taxation of personal property may still leave 
the typical problems of assessing inventories for taxation, how- 
ever. As in most cases, the essential problem here is one of rela- 
tive equity among individuals. For two individuals expecting to 
do the same volume of business, one — ^like a retail merchant — ^may 
have to carry a much larger inventory than another — ^hke the 
operator of an electric light plant. Even though such taxes are 
business unit costs which ultimately may be shifted, the immedi- 
ate impact of the property tax is much more severe on the seller 
who has a relatively large inventory on hand. 

One way for a particular individual seller to minimize this tax 

I 

^ Some of the fimdamental work was done by O. B. Jesness, Reynolds L Dowell, 
et al. in A Program far Land Use in Northern Minnesota, Minneapolis, Minnesota: 
The University of Minnesota Press, 1935. 
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is to have a relatively low inventory on assessment day. Circula- 
tion in the economic system of a given amount of goods to satisfy 
an expected demand is necessary, and it is quite likely that a tax 
on inventories will fall with relative severity on someone, perhaps 
a wholesaler. As between two merchants in the same line of 
business, it is quite probable that a tax on inventories will fall 
with greater severity on an independent merchant than on the 
owners of a particular chain store. Chain-store organizations 
have learned how to make inventories move with relative speed, 
which is another way of saying that they keep on hand a rela- 
tively small inventory for a given volume of sales in any particu- 
lar period. Some students of taxation suggest that this differ- 
ential advantage provides one of the most equitable claims for 
relative penalization of chain-store enterprises. The writers 
prefer to say that it exhibits just one more reason why efforts to 
tax personal property probably should be abolished. 

Recasting the General Property Tax 

Since about 1920, general property taxation has been relatively 
tmpopular and opposition to its extension has become more ef- 
fectively organized. Despite this unpopularity and opposition, 
property taxes are the principal local taxes which can be levied 
and collected, for reasons already indicated. One consequence 
of the growing unpopularity of property taxation, together with 
increased demands for public services on locahties, has been the 
increased extension of state and Federal fiscal aids. For munici- 
palities, in fact, one expert has said that “the real financial hope 
of the cities . . . lies in the further extension of grants-in-aid 
and city-sharing in centrally collected taxes.” 

Meanwhile, the fiscal problems of municipalities and other local 
rmits of government have continued to increase. Some of these 
problems are due to inequitable, inefficient assessments. . Some 
remedies for poor assessments, involving a large measure of state 
supervision and cooperation, have been suggested earlier. It is 
common, however, even with relatively good assessment, for 
local units of government to find it difficult to raise sufficient 
money from local property taxes. In addition, local units have 
been subject to varying degrees of restrictions in amounts of tax 

V 

^ See A. M. Hillhousf, New Sources of Municipal Revenue^ Mxmicipal Finance 
Officers Associationj 1935, page 3. 
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levies and outstanding debt imposed by their state governments. 
Moreover, some of our larger cities have found an increasing por- 
tion of their populations moving out to suburbs. One result of 
this has been to restrict further the property-tax base for the 
municipality. At the same time, the presence of a large portion 
of this suburban population as a working group, plus continued 
growth in resident city populations, have required an increasing 
range of public services from municipalities, whether they are 
affected by strong suburban movements or not. 

A few cities have found it possible to levy and administer new 
types of local taxes — the New York City sales tax and Philadel- 
phia eamed-income tax are illustrations. Most localities have 
found themselves tied to the use of property taxation as a source 
of large tax revenues, and with property taxation they have often 
operated imder severe state-imposed restrictions. The Fiscal 
Relations Report has indicated that apparently what is needed is: 

. . . Some new source of local revenue which will ( 1 ) not overlap 
existing federal and state taxes, (2) enable the localities to tap their 
own resources without running hat in hand to central governments, 
(3) cover aU or a vast majority of the interested citizenry, and (4) 
not be regressive.^® 

Since locahties must depend on property taxes in large part, 
arriving at some of these objectives means a thorough recasting 
of the property tax, including a relatively large amount of free- 
dom in the application of the tax by localities. One way of re- 
casting would be to break the property tax down and ( 1 ) collect 
a tax from landlords (including owner-occupants) in the nature 
of a service charge for local benefits to property plus (2) impose 
a tax on occupants according to the rental value of their property. 
These taxes could be adjusted to allow for size of family, and, 
given such an adjustment, a progressive rate might even be used. 
Business rental taxes would be imposed at flat rates. Unused 
properties could still be subject to tax in hopes of encouraging 
their development for productive purposes.®^ 

The Fiscal Relations Report suggests certain other things about 
local tax revenues. In the property-tax field, it points out the 

^ See Fiscal Relatioiis Report, page 409. 

Fiscal Relations Report, page 410, it is recommended that unused 
properties be exempt from tax. 
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4. The property tax will continue to be increasingly based on real 
estate, rather than on personal property. 

5. The administration of property taxes which are retained will 
improve. This improvement will come about through a further 
extension of state supervision and assessment and through the 
growing desire for better-trained local assessors. Better-trained 
local assessors will be secured partly through increased super- 
vision of assessment and partly through an extension of the area 
in which a typical assessor works — ^permitting assessment to be- 
come a full-time job. A widespread development of country- 
wide assessment systems will take place. 

6. Property taxes will continue to decline as sources of revenue for 
state governments. 

7. Revenues of local units of government will come increasingly 
from Federal and state governments. Grants will be made to 
help underwrite some minimum standards of public education, 
roads, public welfare, and recreation. 
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CHAPTER XXI 


ECONOMICS OF PUBLIC BORROWING 

O NE set of fiscal problems in which nearly everyone cur- 
rently expresses considerable interest consists of those prob- 
lems associated with pubhc borrowing. The United States net 
Federal debt on January 1, 1947, was approximately 260 billion 
dollars — ^more than ten times the level reached at the end of 
World War I and approximately five times the level at the end 
of the fiscal year 1940-41. At the end of the calendar year 1945, 
state and local net debt totaled 13.7 billion dollars while private 
debt totaled around 140 billions.^ The Federal debt was thus 
almost twenty times as large as state and local debt and nearly 
double the total of private debt. 

There is considerable confusion in popular thinking about the 
problem of public borrowing. A part of the confusion stems 
from viewing public borrowing as one views private borrowing. 
For some kinds of borrowing, particularly international loans and 
borrowing at state and local levels, this approach yields reason- 
able approximations. For other kinds of borrowing, particu- 
larly domestic loans at the Federal level, this view gives rise to 
important errors. Some of the similarities between public and 
private borrowing are discussed later in this chapter. The fact 
that the Federal government has utilized borrowing in coimection 
with efforts to increase total money expenditures for goods and 
services as well as to drain off excess purchasing power has added 
further to the confusion in popular conceptions of the effects of 
pubhc borrowing. The borrowing of the thirties was designed to 
expand money expenditures for goods and services. Sales of 
bonds to individuals during and immediately after World War II 
were designed to help drain off excess purchasing power. 

In this chapter, some of the important economic considerations 
in determining the role of public borrowing will be analyzed. 

^Data a^e from Elwyn T. Boimell, "Public and Private Debt in the United 
States/' The Survey of Current Business, Vol. 26, No. 9:10-17 (September, 1946). 
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These will focus upon problems at all levels of government — state 
and local as well as Federal. 

It is generally conceded that in the past public borrowing has 
been somewhat misused. Most fiscal experts agree that the pres- 
ent Federal debt, incurred largely since 1940, need not have been 
as large as it is. Some analysts, however, believe that the debt 
was not expanded enough during the thirties. Others believe 
that the debt at the beginning of the war was too large. There is 
little merit in concentrating on debate over past policies. “The 
egg cannot be unscrambled.” Our most reasonable course is to 
do the best we can toward solving the problems which will arise 
rather than to bemoan the fact that such problems would not 
have arisen if another course had been ptursued. In the hope 
that our analysis can help to solve these problems, we are de- 
yoting the next chapter to a brief discussion of managing the 
existing debt. 

Situations Accounting for the Increase in Public Debt 

Public borrowing is but one of the ways by which government 
may secure funds. Taxation is more frequently employed, 
although the Federal government may also issue money with 
which to pay its bills. As we have pointed out before. Federal 
borrowing from the banking system has approximated money 
issue in so' far as such government borrowing did not restrict the 
extension of private loans. 

In the past, two major kinds of situations have prompted an 
expansion in public borrowing m the United States: 

(1) Government has desired to use resources that otherwise 
would have been used in the private domestic economy. 
State and local governments used such resources largely to 
construct highways, streets, facilities for sewage disposal, 
trmisport facilities, public school buildings, and other 
items of pubhc wealth. The Federal government, during 
two recent wars — 1917-1919 and 1941-1945 — ^has used 
such resources to build and operate tanks, planes, guns, 
battleships, atomic bombs, and other weapons. Borrow- 
ing from private individuals hving in the United States — 
as has been the nature of nearly all state and local borrow- 
ing — ^was selected in preference to taxation as a means for 
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government to secure claims to the resources needed for 
constructing much of this public plant.^ In so far as pri- 
vate citizens were induced to cut their expenditures for 
goods and services by turning money over to government 
and receiving in exchange certain interest-bearing claims 
on future income (securities), resources were released for 
public purposes. 

(2) Government has desired to get into production resources 
that were unemployed. In using borrowing as a part of 
an employment expansion program, the expenditures of 
the private sector of the economy did not need to be re- 
duced. Consequently, borrowing from banks with the re- 
sultant creation of additional claims to goods and services 
(money) was the procedure utilized during the depression 
of the thirties. Such a procedure is more effective than 
borrowing from private individuals who would substitute 
securities for goods and services and thus cut their ex- 
penditures for goods and services. 

In addition to these two general situations which have ac- 
counted for the bulk of planned borrowing, governmental units 
have borrowed to meet unplanned (emergency) situations. For 
example, funds to provide relief from such disasters as major fires 
or floods carmot be immediately secured by taxation. Short-term 
borrowing in anticipation of tax collections in subsequent years 
has been used in such instances. Similarly, in a given fiscal year, 
governmental receipts may have fallen short of expectations, and 
short-term bonowing has been employed to carry the unit until 
additional tax receipts were secured in the next fiscal year. 

Some Government Borrowing Resembles Private Borrowing 

With the exception of borrowing to increase total expenditure 
for goods and services, government borrowing is conducted to 
achieve objectives not tmlike those of private borrowing. A unit 
of government plans to use resources. It must secure money m 
order to purchase these resources. If these funds are to be se- 
emed from within the cormtry and the resomces of the country 
are already fully employed, these resources must be diverted to 

®For the five years, 1941-45, Federal expenditures totaled 312.6 billion dollars. 
Federal tax collections during iie same period amoimted to 127.7 billions, or 40.8 
per cent of Federal expenditures. 
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government from other uses. If policy-makers (legislators or 
administrators ) believe that the money needed to purchase these 
resources cannot ( or should not ) be secured by next year’s taxa- 
tion, they may try to induce people to part with money in ex- 
change for government securities. Total private expenditure for 
privately produced goods and services is diminished by the same 
amount in the period during which government is using the re- 
sources, whether the government secures the money by taxation 
or borrowing. The public project is paid for while it is being 
constructed in the sense that other alternative uses for these re- 
sources must be sacrificed during this period.® However, tax- 
payers who do not buy bonds will be able to purchase relatively 
more than they would have been able to purchase if all of the 
money had been secured by taxation. A greater percentage of 
the sacrifice is voluntary. 

A private business constructing additional plant also may divert 
resources from other alternative uses. Its plant is being pa^d for 
currently in that there is reduced production of other goods and 
services which could have been produced with the resources used 
in building the plant. If the business has borrowed from other 
businesses or from individuals to finance this plant construction, 
and these lenders have cut their expenditures, they have made the 
sacrifices of current expenditure and have paid for the plant. In 
the future, they expect to be able to increase their purchases as a 
result of the interest on the loan which they made. 

Government and Private Borrowing Arg Not Totally Similar 

The similarities in some features of private and government 
borrowing have led many people to beheve that the two kinds of 
loans are similar in all aspects. The argument is something like 
this: “Both government and private businesses borrow to secure 
the use of goods and services. A private business caimot, in the 
long run, repay the loan unless the investment is productive. 
Consequently, government loans must be for productive purposes 
or government, like a business, will bankrupt itself.” 

It is true that the total product of the economy may be reduced 

® These alternative uses for resources consist of production of both consumption 
and investment goods. The statement that the workers on the public projects are 
* supported from die product of the private economy” is merely another way of 
saying that these workers could have been producing consumption goods if they 
had not been employed on the public project. 
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if government uses the proceeds of its borrowings for projects 
which yield lower returns than could have been secured if the re- 
sources had been used in other ways. The total product may be 
equally reduced, however, if the proceeds of tax collections are 
spent inefBciently. The losses are not a result of the particular 
way in which government has secured the money. There is 
danger of inefficient use of resources when the funds are secured 
by taxation as well as when the funds are secured by borrowing. 

The analogies which have been drawn regarding the effects of 
government and private borrowing may have grown out of analy- 
ses of government borrowing from foreign lenders. National 
governments have borrowed, and are continuing to borrow, from 
other national governments or from private lenders residing in 
foreign countries. The proceeds of such loans have been utilized 
to help in procuring outside resources to carry on wars, build up 
capital plant, or provide rehef from wars, floods, famines, earth- 
quakes, and other disasters. For example, the United States bor- 
rowed from France, Spain, and Holland during the Revolutionary 
War. The loan of 3.75 billion dollars made by the United States 
to the United Kingdom in 1946 was for a variety of purposes in- 
cluding relief and reconstruction from the ravages of the recent 
war. Some governments have guaranteed the obligations of pri- 
vate, borrowers who have borrowed from foreign lenders, al- 
though such guarantees have not always been kept. 

The carrying charges on foreign-held debts may go outside of 
the borrowing country. Consequently, foreign loans that are un- 
productive — ^that is, do not add to the total product by as much 
as the carrying charges — ^reduce the amount of product available 
for domestic use. Such loans can be a burden upon all of the 
citizens of the borrowing country.^ The burdens imposed by 
reparations after World War I are evidence of the kinds of prob- 
lems which may arise. 

Internally held debts, however, need not impose such burdens 
on the nation as a whole. There may be losses in that more rela- 
tively productive uses of the resources could have been found, 
but interest payments are made to economic units within the 
cmmtry. The problems associated with internally held debts are 
frequendy problems associated with taxation for any purpose. 

* If the loan is not repaid, a bnrden is imposed upon the citizens of the lend- 
ing country. 
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( 1 ) “Government Bankruptcy” 

The phrase “government bankruptcy” recurs in discus- 
sions about government borrowing. Exactly what is 
meant by this phrase, however, has not been made clear. 
Bankruptcy is a term referring to the procedure whereby 
an individual may declare himself unable to meet his obli- 
gations, arrange for a voluntary settlement vdth his credi- 
tors, and start over again with a clean slate. When a pri- 
vate business is said to be bankrupt, one usually implies 
that it is insolvent — that its assets are exceeded by its 
liabilities. The relationship between assets and liabilities 
can be ascertained for a private individual. Applying this 
test to government may be veiy diflBcult; although one 
may be able to determine government’s liabilities, the 
asset side of the ledger cannot be fiUed in. The assets of 
government are largely “accounts receivable,” and these 
can be changed by levying larger or smaller taxes (or by 
direct money issue ) . 

One way in which the term “Bankrupt,” as applied to 
government, might be given some meaning is with refer- 
ence to the terms at which government is able to borrow. 
One might specify the terms — ^the rate of interest on bonds 
of a given character — and say that if government had to 
offer terms more favorable than these in order to get 
money, it was bankrupt. For example, one might say that 
government was bankrupt if it could not borrow at the 
same (or more favorable) terms than those offered to 
other borrowers. 

For present day central governments, defardt in the re- 
demption of bonds is highly improbable, since such gov- 
ernments can usually issue money to repay debt. The 
fear that this procedure might be used may underlie some 
fears of government bankruptcy. In such cases, the level 
of prices during repayment rather than the rate of interest 
is the important criterion of bankruptcy. 

(2) Differences between government and private borrowing 
may arise because of differences in sources of funds for 
debt repayment. Although government and private 
businesses or individuals may borrow for the same pur- 

' poses — ^to secure the use of resources — ^the means avail- 
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able to secure funds for repayment are not the same for 
both units. Both may make unsound investments, but 
government does not have to rely solely upon the returns 
from such investments for funds to repay the debt. It 
may levy taxes (or issue money, if it is the Federal gov- 
ernment) to meet its commitments. A private business 
cannot collect such compulsory contributions from out- 
side the business 

Consequently, even though uneconomic use of the pro- 
ceeds of borrowing by either government or private busi- 
ness aflFects adversely the total product of the economy, 
the financial impacts upon government are not the same as 
those upon a private business. In fact, little public bor- 
rowing is conducted with the expectation that the project 
will be profitable, for relatively little of the goods and 
services of government are sold. 

Economic Effects of Government Borrowing from Banks 

During World War I, the depression of the thirties, and World 
War II, banks have been by far the most important class of pur- 
chasers of Federal securities. About 45.5 per cent of all the 
(Federal) public marketable interest-bearing debt outstanding on 
September SO, 1946, was held by banks (see Table 36, Chapter 
XXII.)® 

For the most part. Federal borrowing from banks has increased 
the quantity of money (currency and bank deposits subject to 
check). The expansion has been by about the same amount as if 
the Federal government had merely printed the money and 
banks’ reserve requirements had been increased to prevent this 
money from being used as a basis for expansion in bank loans. 
A bank buys a Federal' security — a short-term bond, for example. 
It credits the Federal government with a deposit against which 
checks may be drawn. If it wishes, the bank may utilize the 
bond as collateral for a loan from its Federal Reserve Bank, the 
proceeds of the loan being credited as additional reserve for the 
bank. A bank may also sell the bond to the Federal Reserve 
Bank. 

Assume that the government completely withdraws its deposits, 
transferring them to other banks. Since the banks which have 

® Banks include comnaercial banks, stock savings banks, and mutual savings 
banks, commercial banks being by far the most important category. 
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piarchased the securities can exchange them for reserve with the 
Federal Reserve Banks, they have potentially the same reserve 
and can lend as much to other economic units as before they 
bought the bonds. Moreover the amount of money outside the 
banking system has been increased by approximately the amount 
of the purchase price of the bonds. 

The economic units to which government transferred its de- 
posits may not choose to withdraw these deposits from the banks. 
(They may make transfers among themselves but this merely 
changes the distribution of individual claims upon the banks.) 
The banks — by selling the bonds or using them as collateral for 
additional reserves — are in a potentially stronger reserve position 
than before purchasing the government securities. They can 
further expand their loans. 

The expansionary monetary effects of government borrowing 
from banks has grown out of the fact that loans to government 
have not been substituted for loans to private economic units. 
As long as Federal Reserve Banks have been willing to buy gov- 
ernment securities, or loan to members with government securi- 
ties as collateral, the member banks’ reserve positions have not 
been weakened by purchasing government securities. In fact, 
borrowing from banks under conditions which effectively made 
bank holdings of government securities redeemable nullified pos- 
sibilities for restricting credit through reserve requirements. 
Monetary authorities have not been certain that they could re- 
strict credit. If banks could not use government securities as a 
basis for borrowing from Federal Reserve Banks, the purchase of 
government securities would be made at the expense of poten- 
tial loans to private economic units. Banks, therefore, probably 
would have been more reluctant to buy government securities 
since each purchase would weaken their hquidity position. 

One of the important effects of our large bank-held debt is that 
we cannot have large contractions of bank investments or whole- 
sale bank failures such as we had during the depression of the 
thirties. The large proportion of bank assets ( about 55 per cent) 
made up of government bonds gives us virtually undeflatable 
bank money, and bank money is by far the most important ele- 
inent of our money supply. 

Borrowing from banks may create problems in debt manage- 
ment. The procedure which the Federal government has been 
following in borrowing from banks has already brought problems. 
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First of all, the extent of such borrowing has had an important 
influence upon the size of liquid holdings. Between December, 
1941, and Jime, 1946, total hquid asset holdings ( currency, bank 
deposits, and United States government securities) increased 
from 81.2 billion dollars to 222.5 bilhons. Holdings of individ- 
uals and trust funds grew from 55.5 billion dollars to 152 billions.® 

The relatively large expansion m liquidity has been an impor- 
tant factor in bringing a considerable rise in the general level of 
prices. This condition, however, can result from any technique 
which expands liquidity. Money-expanding measures, including 
government borrowing from banks, should not have been used as 
extensively as they were. 

Secondly, the banks probably have been paid excessively for 
the fimction which they have performed. They have had to 
sacrifice httle. The cost of getting the money from other expan- 
sionary sources (printmg money or borrowing from the Federal 
Reserve Banks) would have been small. These sizable income 
transfers to banks may make more complex some of the problems 
of income redistribution in the future. 

The problems arising in cormection with the impacts upon in- 
terest rates of certain techniques in debt management have 
already been mentioned. These will be discussed again in the 
next chapter. 

Economic Effects of Borrowing from Nonbanking Sources 

Unlike borrowing from banks, which has usually had inflation- 
ary effects, borrowing from nonbanking sources — individuals and 
businesses — within the country usually has a deflationary impact.'^ 
The cash balances of those from whom the government borrows 
are reduced. Government securities are substituted for other 
assets in the balance sheet. 

If securities are substituted directly for goods and services, the 
deflationary impact is obvious. However, when the effect is a 
substitution of securities for cash, the effect is indirect and may 
be spread over a longer time period. Even though the immedi- 
ate impact is always only a substitution of securities for cash, an 

®Data are from ‘'Estimated Liquid Asset Holdings of Individuals and Busi- 
nesses," Federal Reserve Bulletin^ November, 1946, page 123/. 

’The net effect of the transactions associated with me borrowing may be in- 
jBationaxy. ‘ However, this is the effect of government borrowing and spending 
mther than borrowing alone. Refer to Chapters III and IV. 
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economic unit’s expenditures for goods and services may be some- 
what dependent upon its cash balance as well as upon the total 
value of its assets. Indirectly, securities may be substituted for 
goods and services as well as for cash. 

In a case where the economic unit’s cash balance is large, how- 
ever, the substitutions may be only between money and securities. 
Expenditures for goods and services may be relatively unaffected. 
Borrowing is less certain to be deflationary than taxation since 
taxation affects both the size and composition of privately held 
assets while borrowing affects only the composition. Conse- 
quently, if it is deshed only to influence money expenditure for 
goods and services, taxation rather than borrowing should be 
employed. If, however, the terms of borrowing — ^the interest 
rate, for example — are also a factor to be controlled, government 
borrowing can be employed as a technique to make the securities 
market less favorable as a seller’s market. 

Interagency Borrowing 

A sizable amount (about one-tenth) of the Federal debt out- 
standing on September 30, 1946, was held by United States gov- 
ermnent agencies ^nd trust funds — ^primarily social security and 
various retirement trust funds. Such borrowing represented a 
transfer of funds from one part of government to another. These 
funds are typically transferred and used for general governmental 
purposes. 

If such funds otherwise would not have been spent, these 
transfers had approximately the same short-run effects as if the 
one agency of government had printed the same amount of 
money as was borrowed from the other. Under such conditions 
the money available for the private economy would have been in- 
creased by an amount equal to the size of the borrowings. The 
cash balance of government as a whole would have been dimin- 
ished. 

On the other hand, if such funds would have been spent by the 
lending agency, such transfers may have no important expansion- 
ary effects. Total money expenditures by government would be 
unchanged. The effects would depend not upon which agency 
of government spent the funds but upon the private economic 
rmits which received them. 

Between the end of 1941 and September, 1946, the holdings of 
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United States government securities by United States government 
agencies and trust funds increased by about 22 billion dollars — 
from 8.2 billions to 30.4 billions. Although the holdings of these 
agencies grew substantially during the war, these agencies had 
been purchasing government securities before the war. 

Some concern has been expressed about the ability of the trust 
funds to meet their obligations since “their money has already 
been spent.” If there were dangers from the procedures which 
have been followed, similar concern should be expressed about 
the ability of banks to meet the obligations which they owe to 
their depositors. The banks are also heavy holders of govern- 
ment securities — 55.8 per cent of bank assets being in such securi- 
ties at the end of 1946. Money can be transferred back to these 
agencies and trust funds as their obligations fall due. The im- 
portant effects of such intergovernmental borrowing have been 
the inflationary impacts rather than inability of the agencies and 
trusts to meet their obligations. 

Economic Effects of a Public Debt 

The economic effects of a public debt depend to some extent 
upon the practices which are followed in managing the debt — ^in 
repaying the debt and meeting interest payments. They also de- 
pend upon the broader fiscal policies which are being pursued. 
For example, a large public debt may help to bring about an occa- 
sional serious weakening of markets if there must always be a 
balanced budget. On the other hand, because certain ways of re- 
paying it may expand the level of public expenditure, a large debt 
may be a vehicle by which markets can be strengthened, if a 
balanced budget is not required. However, there are many 
other devices which could encourage such an improvement in 
demand. 

If fiscal policies were framed to aid in maintaining full employ- 
ment with a minimum increase in the general level of prices, it is 
likely that a variety of situations would arise. Some of these 
would call for budget surpluses while others would call for defi- 
cits. Consequently, some of the economic effects of a public 
debt may be discussed independently of specific management 
practices. 

Earlier in this chapter, we examined the notion that a large 
public debt may lead to national bankruptcy. We concluded 
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that the term “national bankruptcy” cannot be given specific 
meaning. However, the size of the debt may have important ef- 
fects upon the terms of borrowing — the interest rate, for example. 
A large debt may make it necessary for government to offer better 
terms to lenders if it wishes to expand its borrowings. 

The opposite of this contention that national bankruptcy may 
result from a large debt is that the debt has no adverse economic 
effects. This belief is perhaps as rmfounded as that of national 
bankruptcy. Some off the relationships between the size of the 
debt and the level of interest rates have already been mentioned. 
The effects of the present debt-ownership pattern upon the distri- 
bution of personal income were examined in Chapter X. In ad- 
dition to these impacts upon resource allocation and income dis- 
tribution, the transactions involved in servicing the debt may 
have effects upon incentives — supplies of resources which are 
used — and hence upon the size of the total national product. 
This point has been well illustrated by Meade.® 

Assume that general market conditions warrant a balanced 
budget, that government is taxing and spending only to make 
transfer payments and that the amount it is transferring is equal 
to one-sixth of mcome payments including transfer payments. 
The amount of income payments including transfer payments will 
be assumed to be 120 billion dollars. Ignoring the differential 
effects of the ways in which taxes will affect various individual 
income earners in the economy, taxation will take one-sixth of 
each dollar of disposable income. A typical income receiver will 
lose the enjoyment of one-sixth of any income he decides to earn. 

Let us imagine that,' overnight, in this economy a large pubhc 
debt is incurred and that its pattern of ownership is such that 
every income receiver holds the same amount of government 
securities. Assume that the carrying charge on the debt amounts 
to 80 bilhon dollars annually. Income payments will still be 100 
bflHon dollars; government transfers wffl be 100 billions; taxable 
income will be 200 billions; tax collections ( assirming still a 
balanced budget) will be 100 bilHons; and net disposable income 
will be 100 billions. Although net national income is unchanged, 
tax collections now take one-half of each dollar of taxable income. 

* Refer to J. E. Meade, “Mr. Lemer on "The Economics of Control,’ ” The Eco- 
nomic Journal, LV, 217:47-70 (April, 1945). The authors draw heavily upon 
Meade’s analysis in this presentation of the effects of debt upon incentives. 
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A typical income receiver will lose one-half of any additional in- 
come he decides to earn. 


Table 33 

Effects of Public Debt upon National Income, Transfer Payments, 
Taxable Income, Disposable Income, and Ratio of Tax Collec- 
tions to Taxable Income” 



Day before 

Debt Growth 
(in billions of dollars) 

Day after 

Debt Growth 
(in billions of dollars) 

Net National Income 


100 


100 

Government Transfer Payments . . 
Non-debt transfers 

20 

20 

20 

100 

Debt transfers 

0 


80 


Taxable Income 

120 

200 

Tax Collections 


20 


100 

Disposable Income 


100 


100 

Ratio of Tax Collection to Taxable 
Income 


0.166 


0.50 


“This table is modeled after one presented by Meade. J. E. Meade, op. cit., 
page 62. 


Thus, unless taxation discriminates between sources of income 
— taxing at 100 per cent the interest received from debt holdings — 
the expansion in the level of transfer payments brought about 
by the increase in the debt may result in a reduction of incentives. 
This eflEect recedes as economic conditions warrant servicing more 
of the debt from new money issue. If all the debt is serviced in 
this fashion, additional tax collections, resulting from the debt 
become zero. 

These effects, although interesting from a theoretical view- 
point, are of secondary importance compared with the losses in 
national income which have resulted from depressions such as 
that of the thirties. Interest payments on our present federal 
debt made up less than 5 per cent of our national income in 1946 
and are unlikely to reduce incentives seriously. Nevertheless, 
even though the losses resulting from the transactions involved 
in servicing the debt are small, they might be avoided through 
using alternative methods of securing funds — such as direct 
money issue. As we have already suggested, a Federal debt as 
large as that we now have has not been warranted by economic 
conditions. A more thorough understanding of the effects of 
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public debt may result in less frequent resort to public borrowing 
in the future. 

Economic Appraisal of Borrowing as a Fiscal Device 

In the previous discussion we have distinguished between 
pubhc borrowing from banks and from nonbanking sources. A 
distinction between borrowing at the Federal and at state and 
local levels is also useful. The Federal government has a wider 
range of fund sources than have state and local governments and 
may not have to resort to borrowing for the same uses as state 
and local governments. 

Federal borrowing. As an anti-inflationary device, Federal 
borrowing from banks has certain limitations. If government 
borrowed from banks and withdrew the proceeds but did not 
spend them in the private economy, banks could make fewer 
loans to other borrowers. However, government borrowing from 
banks under these conditions has been negligible. Since govern- 
ment has spent the proceeds in the private economy, banks have 
been able to substitute loans to government for loans to other 
economic imits. There has been no contraction in the money 
supply due to government borrowing and spending transactions. 
There may be (and usually has been) a net expansion in the 
total money supply in the hands of nonbanking units, since banks 
have made loans to government in addition to their loans to other 
economic units. 

Borrowing from nonbanking sources may check money expendi- 
tures for goods and services, provided that the terms of borrowing 
induce economic units to substitute government securities for 
pruchases of goods and services rather than for money holdings 
alone. Such inducement can be provided through relatively high 
interest rates on government securities sold to individuals. 

As an antideflationary technique. Federal borrowing from 
banks can be roughly equivalent to money issue, the differences 
arising from factors coimected with debt growth. Unless banks 
substitute loans to government for loans to other economic imits, 
the quantity of circulating media is expanded by an amount equal 
to the size of the loans to government. 

There are other fund sources — ^money issue, if deflation is to be 
combated, and taxation, if inflation is being fought — available to 
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the Federal government. Borrowing and the resultant growth of 
public debt influence not only the general market situation, but 
also the structure of the economy (through the effect upon inter- 
est rates), the distribution of income, and the supplies of resources 
available for use. Consequently, public borrowing should be 
compared with these other techniques in determining when it 
should be employed. 

Although any technique which alters the money supply may 
affect interest rates, borrowing is likely to have more adverse 
effects upon incentives than would money issue and taxation. 
Consequently, if changes in markets are the primary considera- 
tions, techniques other than borrowing should be relied upon. 
If the interest rate is a pohcy variable, both purchases and sales of 
securities should be available for government to utilize. 

For example, if encouragement to markets is to be provided • 
through government action, government might cut taxes and fill 
the gap between expenditures and tax collections through direct 
money issue. This action may, however, increase securities 
prices and reduce interest rates. If this reduction in interest 
rates is considered too great, securities can be sold by govern- 
ment. The amount of borrowing should be dictated by the de- 
sired level of interest rates. 

Similarly, if markets are too strong, government might increase 
taxes, thereby drawing money out of the private sector of the 
economy. If this action reduced securities prices and increased 
interest rates by too much, government might buy securities. 
Again, the amount of secxuities purchased should be determined 
in the light of impacts upon interest rates.® 

State and local borrowing. Since state and local governments 
do not have available all of the fund sources upon which the 
Federal government may draw, they are not in a position to 
employ borrowing in the same way as it should be employed by 
the Federal government. State and local governmental finance 
could be more closely integrated with Federal finance through 
expanded intergovernmental fiscal relationships. However, until 
this is done, state and local borrowing will resemble private bor- 
rowing in many respects. 

'This thesis has been mode adequately developed by Lerner. Refer to A. P. 
Lemer, The Economics of Control, Chapters 21-25, New York: The Macmillan 
Company, 1944. 
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At the state and local levels, borrowing has been useful in 
financing long-term projects. In fact, on welfare grounds it 
might be argued that many states have not borrowed enough. 
They have either neglected to provide public services adequately 
or have financed too rnany projects currently through taxation. 
Uneconomic resource allocation — too few resources used by gov- 
ernment, or too much squeezing of the consumption of taxpayers 
during a short time — may be the result. 

In the absence of other compensatory fiscal techniques, it would 
be desirable for state and local governments to borrow more ex- 
tensively during periods when markets are weak. The result 
might be to strengthen markets since the lenders are unlikely to 
cut consumption as much in order to purchase securities as tlie 
receivers of the government expenditure are likely to expand con- 
sumption. In any event, the eflEect would be much less defla- 
tionary than was the expansion in commodity taxation which 
took place during the thirties. 

Legal limitations on state and local borrowing. Abuse, and the 
fear of abuse, of the borrowing privilege has prompted enactment 
of limitations upon the amount of borrowing which could be done 
by some state legislatures and by local' governments. Limita- 
tions upon municipal borrowing are sometimes incorporated into 
state constitutions. The upper limit of the debt as a percentage 
of the taxable valuation of the municipality is often specified. 

Limitations upon the powers of state legislatures to incm: debt 
from time to time have been inserted into state constitutions.^® 
Some states, for all practical purposes, prohibit their legislatures 
from incurring debt. Such states can borrow effectively only by 
constitutional amendment. Other states require that borrowing 
proposals be submitted to the voters. Still others have constitu- 
tionally specified the maxima of their states’ debts. In only a 
handful of states are the legislators free to borrow as they see fit. 

While debt limitations have curbed borrowing abuses, they 
have also curbed the benefits from borrowing. Some state and 
local governments have found it impossible to undertake enough 
worth-while projects. Resort to inferior kinds of taxes, particu- 
larly during the depression of the thirties, has been another result 
which we have already mentioned. 

^ For an extensive analysis o£ state debt, refer to B. U. Ratchford, American 
State Debts, Durham, North Carolina: Duke University Press, 1941. 
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These borrowing limitations need to be reconsidered and re- 
vised. There are reasons for limitations, particularly those de- 
signed to prevent states from borrowing to establish loan funds 
and to promote certain private industries. The objectives sought 
in such limitations, however, might be achieved through restrict- 
ing the purposes for which borrowed funds might be used rather 
than limiting all borrowing. 
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CHAPTER XXII 


DEBT MANAGEMENT' 


N early everyone is aware that the Federal debt has grown 
tremendously during the war years and that it now stands 
only a little short of its all-time high — a peak of about 279 billion 
dollars reached during February, 1946. A proportionately large 
increase in the Federal debt also occurred dmang the first World 
War. However, the interest-bearing Federal debt was only 
slightly in excess of 25 biUion dollars at the end of 1919 and was 
gradually reduced during the twenties. A brief examination of 
Table 34 indicates that total net public debt (Federal, state, and 
local) showed only a small decrease in the period 1919-1930 be- 
cause of the considerable expansion in state and local debt during 
this period. The recent upturn in outstanding Federal debt be- 
gan in 1941 and continued until 1946. 

During the war period, outstanding state and local debt was 
reduced. State and local debt expanded somewhat during the 
thirties and began diminishing during the year 1941. The Fed- 
eral debt, however, far overshadows state and local debt as can 
be noted in Table 34. 

The existence of pubhc debt — ^hke that of the United States 
government — commits government to a definite time schedule of 

^The studies of various aspects of the Federal debt as it stood at the end of 
the war are very extensive. Further additions to this fund of information are to 
be expected for many years to come. Consequently, we are not endeavoring 
to give a detailed analysis of all of the complexities of debt management. Instead 
we have sketched briefly a general analysis of publicly held Federal debt manage- 
ment. 

For further discussion, refer to such works as: Evsey D. Domar, "Public Debt 
and National Income”; Roland I. Robinson, "Monetary Aspects of National Debt 
Policy”; and Henry C. Wallich, "Public Debt and Income Flow,” all included in 
Board of Governors of the Federal Reserve System, Public Finance and Full Em- 
ployment, postwar Economic Studies No. 3 ( December, 1945 ) ; Evsey D. Domar, 
"The Burden of the Debt and the National Income,” American Economic Review, 
36:4 (December, 1946), pages 833-842; Henry C. Wallich, "Debt Management 
as an Instrument of Economic Policy,” American Economic Review, 36:2 (June, 
1946), pages 292-311; Henry C. Simons, "On Debt Policy,” The Journal of 
Political Economy, 52:4 (December, 1944), pages 356-361. 
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Table 34® 

Net Public Debt at End of Calendar Years, 1916-1945 


Year 

Total 

{in billions of dollars) 

Federal Government 
and Federal Agency 
{in billions of dollars) 

State and Local 
Government 
{in billions of dollars) 

1916 

1 5.6 

$ 1.2 

$ 4.4 

1917 

12.0 

7.3 

4.7 

1918 

25.9 

20.9 

5.0 

1919 

30.7 

25.5 

5,2 

1920 

29.4 

23.5 

5.9 

1921 ' 

29.4 

22.9 

6.5 

1922 ! 

30.1 

22.4 

7.7 

1923 i 

29.6 

21.4 

8.2 

1924 1 

29.4 

20.4 

9.0 

1925 1 

29,5 

19.5 

10.0 

1926 

28.9 

18.2 

10.7 

1927 

28.6 

17.1 

11.5 

1928 

28.6 

16.3 

12.3 

1929 

28.3 

15.1 

13.2 

1930 

28.9 

14.8 

14,1 

1931 

32.0 

16.5 

15.5 

1932 

35.0 

18.2 

16.8 

1933 

37.4 

20.5 

16.9 

1934 

39.0 

23.0 

16.1 

1935 

42.1 

26.0 

16.1 

1936 ‘ 

45.8 

29.5 

16.3 

1937 

47.5 

31.4 

16.1 

1938 

48.6 

32.7 

16.0 

1939 

1 51.2 

34,9 

16.3 

1940 

53.3 

36.9 

16.5 

1941 

64.1 

47.8 

16.3 

1942 

109.4 

93.6 

15.8 

1943 

161.9 

147.0 

14.9 

1944 

219.1 

205.0 

14.1 

1945 

260.8 

247.0 

13.7 


money payments to debt holders. All of our public debt has 
maturity dates. Consequently, government is committed to re- 
deem its securities at specified times in the future. No one has 
suggested that redemption at maturity should not be made. 
However, funds for redemption can come from refinancing, from 

“ Data for 1916-1945 are from Elwyn T. Bonnell, “Publio and Private Debt in 
the United States, The Survey of Current Business, September, 1946, Table 5, page 
13. Net public debt excludes holdings of Federal debt by Federal agencies and 
holdings of s^-ate and local debt by state and local agencies. 
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new or accumulated cash, or from tax collections. Management 
'of the debt thus provides government with additional sources of 
influence upon interest rates, markets for goods and services, the 
distribution of income, and incentives. 

This chapter will be devoted to discussing management of 
public debt in the light of impacts upon these factors. Primary 
emphasis will be placed upon managing the Federal debt, al- 
though reference will be made to state and local debt manage- 
ment. 


Objectives of Debt Management 

Since management of debt may influence interest rates, markets 
for goods and services, and tlie distribution of income, various 
management procedures cannot be appraised adequately without 
reference to the general direction which changes in interest rates, 
markets, and income distribution should take. 

We indicated in Chapter X that there is not complete agree- 
ment as to what constitutes desirable income distribution. There 
is, however, fairly general agreement that further redistribution of 
income should not reduce the incomes of the low-income groups. 
Consequently, debt-management procedures which provide for 
sizable transfers from low-income to high-income receivers are 
to be considered inferior. 

Neither desirable changes in interest rates nor in market con- 
ditions for any time can be specified very far in advance. For 
example, at some times it may be desirable to raise interest rates 
in order to check private investment, while at other times it may 
be advantageous to encourage private investment through reduc- 
ing interest rates. Similarly, economic conditions may call for a 
strengthening of markets or a draining ofiE of excess purchasing 
power. 

A decrease m the net debt may be inflationary or deflationary 
depending upon the somrce of funds and to whom they are paid. 
If government secures these funds from money issue, or from 
funds on hand, and pays them to nonbank holders of debt the net 
effect is likely to be inflationary. Funds secured in this fashion 
and paid to banks in exchange for debt which they hold, 
strengthen the banks’ reserve position and may also be infla- 
tionary. Securing funds from tax collections and paying these 
to banks, however, is likely to be deflationary unless the banks 
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replace the bonds with loans. As we indicated in Chapter III, 
collecting taxes and holding these tax revenues on deposit with 
a bank is deflationary since the spending power of the depositor 
is reduced. Even more deflationary is the collection of taxes by 
government and the holding of these revenues on deposit at 
Federal Reserve Banks, since the reserves of banks are reduced. 

Thus, if it is desirable to raise interest rates and check private 
investment or to siphon off excess liquidity, good debt manage- 
ment might imply an increase in the net debt in times of pros- 
perity. It might call also for earmarking surpluses collected by 
taxes for subsequent debt repayment at times of threatening de- 
flation. This is in contrast to the traditional position that debts 
always should be reduced in times of prosperity. 

Conversely, if it is advantageous to reduce interest rates or to 
encourage additional private expenditui'es for goods and services, 
good debt management might call for the reduction of the debt 
more rapidly than it is maturing. This reduction should be ac- 
comphshed by the spending of accumulated surpluses or the 
creation of money rather than by the collection of additional 
taxes. Limits to'the issue of money could be established in terms 
of the level of employment or the level of prices. 

Maturity Distribution and Kinds of Federal Debt Holders 

Types of issues and maturity dates. The Federal debt out- 
standing on September 30, 1946, is classified according to types of 
issues and maturity dates in Table 35. Nearly 70 per cent of the 
debt consists of marketable securities, 21 per cent being non- 
marketable, and 9 per cent being held by government agencies 
and trust funds. 

Of the total marketable debt, more than one-half (56 per cent) 
matmres within five years. Short-term securities — treasury bills, 
certificates of indebtedness, and treasury notes — maturing within 
one year or less and held largely by banks and governmental or 
quasi-govemmental agencies make up nearly one-third of the 
marketable issues. 

Types of holders of Federal debt. As can be noted from Table 
36, more than half of the public marketable debt outstanding on 
September, 1946, was held by banks and by governmental or 
quasi-govemmental agencies. Banks were particul^ly important 
holders of certificates of indebtedness, treasury notes, and short- 



DEBT MANAGEMENT 


461 


term treasury bonds. Most treasury bills were held by United 
States government agencies and trust funds and Federal Reserve 
Banks. 

At the end of 1946, 55 per cent of the total assets of all insured 
commercial banks were in United States securities. Insurance 

Table 35 ^ 


Composition of Total Outstanding Federal Debt by Types 
of Issues and Maturity Dates, September 30, 1946 


Type of Issue 

Maturity Date 

Amount 
(in mil- 
lions of 
dollars) 

Per 

Cent 

of 

Total 

Debt 

Per 

Cent 

of 

Market- 

able 

Issues 

I. Interest Bearing Securities 

A. Nonmarketable 

U. S. Savings Bonds (Current re- 
demption value)" 

Treasury savings no|,es 

Depository Bonds 

Total nonmarketable ... . 

B. Special Issues to Government 

Agencies and Trust Funds 

C. Marketable Issues 

Treasury Bills 

i 

1 49,545 
6,096 
385 

56,025 

23,854 

17,008 

18.67 

2.30 

0.14 

21.11 

8.99 

j 6.41 

9.23 

Certificates of Indebtedness 

Sept. 1, 1947 or before 

34,478 

12.99 

18.70 

Treasury Notes 

Sept. 15, 1947 or before 

9,603 

3.62 

5 21 

Before Jan. 1, 1948 

1,460 

0.55 

0.79 

Treasury Bonds^ 

Jan. I’to Dec. 31, 1948 

9,971 

3.76 

5.41 


Jan. 1 to Dec..31, 1949 

6,682 

2 52 

3.62 


Jan. 1 to Dec 31, 1950 

10,723 

4.04 

5.82 


Jan. 1 to Dec 31, 1951 

11,996 

4.52 

6.51 


Jan. 1, 1952 to Dec. 31, 
1956 

27,282 

10.28 

14.80 


Jan. 1, 1957 to Dec. 31, 
1961 

11,158 

4.20 

6.05 


Jan. 1, 1962 or later 

43,959 

16.57 

23.85 


AU bonds 

123,231 

46.44 

66 85 

Other Marketable Issues 


18 

— 

— 

Total Marketable 


184,338 

69 46 

100.00 

Total Interest-Bearing Securities 

II, Other Noninterest-Bearing Secu- 
rities OR Securities on Which 
Interest Has Ceased 

Total Debt 

( 


264,217 

1,152 

265,369 

99 57 

0.43 

100.00 



“Although United States Savings Bonds are nonmarketable, they are quickly redeemable. 
Hence they constitute a large item of immediate potential spending power. 

* Date of first call on callable issues. 


‘ ® Summarized from the United States Treasury Department, Treasufy BuU 
letin, November, 1946. Discrepancies are due to rounding. 
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companies’ holdings of Federal securities constituted almost one- 
half of their total assets. About one-half of Treasury borrowing 
from government agencies was accomplished through sales of 
treasury bills, and nearly two-thirds of the borrowing from banks 
was achieved through sales of short-term treasury bonds. 

Outstanding United States savings bonds (nonmarketable al- 
though readily redeemable ) held by investors other than banks or 
insurance companies, totaled about 46.7 billion dollars. Of the 
approximately 55 billion dollars of government bonds (market- 
able issues ) maturing after January 1, 1957, it was estimated that 
about 18.5 billions were held by investors other than banks, in- 
surance companies. United States government agencies, trust 
funds, and Federal Reserve Banks.^ 

Significance of these characteristics for debt management. Man- 
agement of our large Federal debt is significant as an instrument 
of economic policy because a sizable amount of debt is maturing 
each year for the next two decades. An additional and continu- 
ous opportimity may be provided to use debt repayment as an 
antideflationary device. However, the existence of a large debt 
may make a fight against inflation by fiscal policy more difficult. 
Additional debt may be resisted politically. Moreover the liquid 
nature of the debt makes for a sizable potential expansion in 
bank credit. In spite of these possible difficulties, the existence 
of a large debt may make it politically easier to increase taxes in 
times of threatening inflation. 

If the Federal debt were widely dispersed among our popula- 
tion so that its ownership was not concentrated in particular types 
of financial institutions, debt repayment could be handled as any 
other type of Federal expenditure. The transactions involved in 
debt repayment would effect markets, incentives, and income 
distribution in a manner similar to that of other government ex- 
penditures. However, much of the debt is short term and is held 
by banks. Conversion of bank’s securities into cash could pave 
the way for a marked expansion in bank loans and deposits. 

Of course, banks might not expand their loans and deposits at 
the time when their government securities are converted into 

^ These data are based on monthly Treasury surveys of the ownership of se« 
curities issued or guaranteed by the United States. The banks and insurance 
companies covered in the survey owned about 95 per cent of the total United 
States securities owned by banks and insurance companies in the United States. 
See Treasury Bulletm, November, 1946. 
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cash. They might prefer to strengthen their reserve positions. 
However, these large reserves could later be used as a basis for 
credit expansion. The existence of the debt in a form in which it 
may be very readily converted into cash makes it desirable to take 
special steps to prevent inflation from accompanying net debt 
reduction. 

One such step might be to increase banks’ reserve requirements 
as banks’ holdings of securities are reduced — through conversion 
into cash, for example. This would be a step in the direction of 
a 100 per cent reserve plan for banks. However, aU banks are 
unlikely to reduce their securities holdings in the same way. 
Some banks held proportionately more of their total assets in the 
form of government securities than others, and not all banks are 
members of the Federal Reserve System and hence are not sub- 
ject to the reserve requirements of the system. Consequently, 
all banks would not be affected in the same manner as a result of 
changes in reserve requirements. 

It has been suggested that debt management might be utilized 
as a means for a relatively smooth transition from a fractional re- 
serve to a 100 per cent reserve banking structure.® Banks would 
be given a choice between converting their governmental securi- 
ties into, cash or into nonnegotiable securities. Those banks 
preferring to exchange their government securities for money 
would find their reserve requirements as well as tlieir reserves in- 
creased. Those banks preferring to hold securities would be- 
come largely investment trusts.'^ 

Another proposal is to create a special security, continuously 
redeemable and callable, which could be held only by banks. 
This security would be required as reserve against bank deposits.® 
The effect of incorporating this proposal into policy would be 
essentially the same as that of increasing banks’ reserve require- 
ments as their securities were converted into cash 

® See Chapter V for a brief discussion of the proposed 100 per cent plan for 
banks. 

Refer to Henry C, Simons, ‘‘On Debt Policy/' The Journal of Political Econ- 
omy, LII, No. 4 (December, 1944), pages 356-361. 

®This proposal was advanced by Henry C. Simons, Debt Policy and Banking 
Policy, unpublished mimeographed note, July 1, 1945. See Lawrence H. Seltzer 
“Is a Rise in Interest Rates Desirable or Inevitable?" American Economic Review, 
XXXV: S31-50 (December, 1945). Also refer to the alternative proposals ad- 
vanced in Public Finance and FuU Employment, Postwar Economics Studies No. 
3, 1945, a publication of the Federal Reserve System, 
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Alternative Management Procedures 

Many procedures have been suggested to manage the Federal 
debt. Although many have been called to our attention, it is 
imlikely that we have been exposed to all of them. Many of the 
teclmiques, however, are likely to fit one of the general categories 
which we will discuss. 

Make no attempt to reduce the debt. The suggestion has been 
made that there should be no attempt to reduce the size of the 
debt. Interest payments should be met from taxation or from 
money issue, but when a security has matured, funds to meet 
repayment should be secured by selling other new securities. 
The experience of the British, whose net debt has grown steadily 
since early in the seventeenth century, is pointed to as evidence 
of the success of this procedure. 

The British, however, issued consols (fixed-interest securities 
without specific maturity dates) and have at various times re- 
funded in order to reduce mterest charges. In issuing consols 
rather than securities with definite maturity dates, the British 
indicated at the outset an intention to avoid a definite time pat- 
tern in debt repayment. Buyers of United ' States securities 
probably have a different expectation regarding the pattern of 
debt repayment than British security holders, and look forward 
to redemption of their securities at stated future dates. 

Although economic conditions might by chance warrant follow- 
ing this procedure, it appears unlikely that this course would be 
best suited to all circumstances. Pursuing such a poHcy would 
not take advantage of potential opportunities to strengthen 
markets through debt repayment. Of greater importance, it 
would disregard opportunities to keep interest rates from rising 
if such was considered a desirable policy. Nongovernmental 
debt, which has been markedly diminished dining the past dec- 
ade, might warrant growth during future years, or the demand 
for securities might fall off. Private businesses might not be 
able to secure borrowing terms suflficiently favorable to induce the 
desired amount of private investment. A procedure which would 
permit a reduction in the debt would make it possible to prevent 
the interest rate from advancing beyond any given level. 

Conversion of debt into consols and money as the debt matures. 
Another procedure which has been suggested for managing the 
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debt is to convert all of the Federal debt, which now has definite 
mateity dates, into consols and money.® Banks’ reserve require- 
ments would be increased to prevent the increased money from 
becoming the basis for bank credit expansion. 

This procedure is not unlike some of those which have been 
suggested for managing bank-held Federal debt, except that it 
would apply to all debt. It has the merit in that it would reduce 
the potential variations in the money supply which have grown 
out of the “near-moneyness” of much of our existing debt. How- 
ever, the advantages offered by this proposal are not as great as 
they might appear. Private short-term debt would still exist and 
would continue to complicate monetary management. Further- 
more, monetary management is certainly not impossible even 
though much “near money” does exist. 

Treat interest and principal payments like other Federal ex- 
penditures. As we have already pointed out, the present United 
States Federal debt with its 5 billion dollars of annual interest 
charges and its definite maturity schedule will constitute a lai'ge 
annual item of Federal money payments for some time to come. 
Some debt repayment could be lumped together with other 
Federal expenditures for the purpose of considering the combina- 
tion of taxing, reborrowing, and money issue which should be 
utilized by the Federal government to obtain funds. Such short- 
term issues as treasury notes and certificates of indebtedness 
probably would be managed separately. These issues are held 
largely by banks and other financial institutions. Special con- 
siderations such as banks’ demands^ for such securities are im- 
portant in determining the amormt of such securities outstanding. 

For example, by the calendar year 1951, Federal expenditures, 
exclusive of debt repayment, might be about 30 billion dollars. 
During this year about 12 billion dollars of United States govern- 
ment bonds (public marketable issues) will mature. Assume 
that budget deficits and surpluses constituted the only way by 
which the quantity of money cotild be changed and that markets 
did not need strengthening nor did excess purchasing power need 
to be drained off (that is, there was full employment and no 
tendency toward increases in the general level of prices ) . Under 
such conditions, somewhat less than 42 billion dollars in taxes 
» 

® Refer to Henry C. Simons, "On Debt Policy/' Journal of Political Economy, 
52:4 (December, 1944), pages 356-361. 
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probably should be collected — the bulk of the 12 billions of debt 
repayment would increase money expenditures for goods and 
service by less than 12 billions of tax collections would 
diminish such expenditures. Moreover, expected improvements 
in technology would warrant some increase in the quantity of 
money. The deficit — the difference between expenditures and 
tax collections — could be filled by money issue or by reborrow- 
ing. The proportion of funds to be secured from each source 
would be determined solely by interest-rate considerations. If 
markets were weakening (or getting too strong) the deficit would 
be larger (or smaller) than in the situation just discussed. How- 
ever, the combination of money issue and borrowing which 
should be employed to make up the deficit would still be deter- 
mined in the same fashion. 

A special debt budget. A procedure similar to that just dis- 
cussed for debt management is the establishment of a special 
debt budget. The expenditure side of this budget ledger during 
a given year would consist of payments on debt that was matur- 
ing during the year. The receipts side would consist of surpluses 
(excesses of tax collections over expenditures) transferred from 
the regular budget, money issue, and the proceeds from reborrow- 
ing. The pa 3 Tnents side would, of course, be inflexible. But 
the receipts side could be made up according to the desired 
effects upon markets for commodities and securities. When 
both markets were weak, some payments could be made from 
money issue. If both were excessively strong, the net debt might 
be desirably increased. 

Handling debt repayment through a debt budget has advan- 
tages in a political setting which requires the regular budget to 
be balanced always. However, as we indicated in Chapter V, 
influencing the commodities market through operations in securi- 
ties is not likely to prove very effective. If the restriction of a 
balanced regular budget is not present, this procedure is not 
superior to’ that of considering debt repayment along with the 
items of money payments in the regular Federal budget. 

Further Need for Monetary-Fiscal Coordination in Debt 
. Management 

The proposals we have examined for managing the Federal 
debt are not exhaustive and do not consider the many detailed 
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problems of debt management. Examination of these proposals, 
however, reveals that management of the Federal debt should be 
coordinated with other fiscal activities and with such direction of 
the banking system as can be achieved. 

Following any plan for debt repayment could have disastrous 
efifeots upon markets if it were pursued independently of other 
fiscal and credit policies. Appropriate steps would have to be 
taken to prevent overexpansion of bank credit. Changes in 
banks’ reserve requirements would need to be coordinated with 
redemption of bank-held debt. Such weakening of markets as 
might come about through taxing to secure funds for debt repay- 
ment would need to be offset by expansionary financing of regular 
government expenditures. 

Management of State and Local Debt 

As is shown in Table 34, state and local debt is small compared 
with Federal debt. Management of such debt, consequently, 
probably is of less importance than management of Federal debt. 
Furthermore, management of local and state debt more nearly 
approximates private debt management than does Federal debt 
management. 

State and local debts differ from private debt in that the former 
are often incurred in order to provide facilities for such services 
as highways and education. Borrowing has taken place to per- 
mit highway improvement and construction of school plants. 
Such improvements are expected to provide the basis for repay- 
ment of loans — either from tax revenues or from the sale of 
services — ^within their period of usefulness. Unlike the Federal 
government, state and local units must rely primarily upon tax 
receipts for revenue. They cannot issue money. 

An expansion in Federal aid for such purposes as highways and 
education could sharply reduce the amount of state and local 
debt required for these purposes, although it would not alter the 
character of the remaining debt nor the nature of its management. 
It is recognized that an expansion in Federal aids imply a sub- 
stantial degree of Federal control over state and local expendi- 
tures. However, there is precedent for such controls in some 
present Federal aids. Further discussion of intergovernmental 
aids will be made in the two final chapters of the book (which 
follow this chapter). 
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CHAPTER XXIII 


INTERGOVERNMENTAL FISCAL RELATIONS: 
DESCRIPTION OF PROBLEMS" 


Objectives and Development of Intergovernmental Aids 

S INCE we have chosen a Federal system rather than central- 
ized government, problems of intergovernmental fiscal rela- 
tions inevitably arise. In 1942, there were 155,000 separate 
governmental units in this country. Local governments are 
expected to provide public services, m^y of which have an extra- 
local character. Services provided by one local unit may have 
important effects upon the residents of other units. If local 
units of government were forced to rely upon their own sources 
of tax revenue, these would be confined almost entirely to prop- 
erty taxation. 

A larger governmental unit, especially the Federal government, 
may be most efficient in collecting many taxes, while smaller 
units most effectively carry on many governmental functions. 
Such a division of functions is noted in Federal highway aids 
to the states.^ Further intergovernmental fiscal cooperation is 
needed so that this specialization of functions can be carried out 
m connection with other services. 

Efficiency in the use of resources may also be encouraged if 
each unit of government is not forced to rely exclusively on local 
sources of revenue. Intergovernmental fiscal aids can help to 
eliminate the use of taxes which reduce consumer welfare more 
than would other tax sources yielding the same revenue. 

" ‘This is the first of two chapters on this topic. This chapter is designed to 
be primarily a description of various devices of intergovernmental fiscal co- 
ordination, while the next chapter will try to appraise the usefulness of these 
devices. In both chapters, the priicipal source of reference is “Federal, State, and 
Local Fiscal Relations,” Senate Document 69, 78th Congress, 1st Session, Wash- 
ington, D. C., 1943. 

. * A qualification to the notion that local units can best administer such highway 
funds is contained in the requirement that the Public Roads Administration 
(formerly the Bureau of Public Roads) should approve plans for expenditure of 
■Federal funds on state highways before Federal aid can be granted. 
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FISCAL COORDINATION 


Since governmental tax and spending policies aflFect the level 
of employment in the private economy, coordination of the fiscal 
activities of the many units is desirable. It has been recognized 
earlier that fiscal actions of state and local governments may 
counter fiscal action of the Federal government to influence 
markets. Counter-cycHcal arrangements for Federal aids for 
highways and education would permit fuU-employment fiscal 
policy to be followed by the smaller units of government as well 
as by the Federal government. 

The writers also believe that an important objective of state or 
Federal aids should be to raise, through equalization of costs and 
opportunities, the level of the services performed by the smaller 
units of government. Intergovernmental transfers of income rep- 
resent a way by which the richer areas may invest in the poorer 
ones with benefits to both. Federal and state grants should re- 
quire some minimum local participation in the financing of par- 
ticular local functions — such as public education. One reason 
for some continued local, financial participation is to discourage 
extravagance in the expenditure of public funds which otherwise 
might have been received from government units entirely outside 
the local taxing district. State or Federal units of government 
may wish to establish certain minimum standards for particular 
functions as a prerequisite of granting aids. Such minimum 
standards of local expenditure (or service) are frequent in state 
aids to public education, 

State-Local Fiscal Relations 

Federal and state aids to local government units grew from 76 
million dollars in 1902 to 1,760 millions in 1942. In the early 
part of this century, it became apparent that proper performance 
of local functions often required revenue in excess of the amounts 
which local governments were receiving. In some instances, 
the state governments took over some of the functions that had 
been, performed locally. Many students of taxation, however, 
thought that the local problem could be solved by separating 
the sources of revenue from which the state government and the 
local governments drew. Several states withdrew from the field 
of property taxation completely, while others levied only token 
property taxes. In 1900, the states iil the aggregate obtained 



476 


FISCAL COORDINATION 


37 per cent) of their total of shared taxes in 1940. A summary 
of tax sharing between state and local governments is presented 
in Table 37. 

Sharing of taxes has the advantage of permitting taxes to be 
collected by a single unit of government. Some saving in re- 


Table 373 

State-Local Shared Taxes, 1928 and 1940 


Tax 

, 1928 

{in millions of dollars) 

1940 

(in millions of dollars) 

Personal Income 

57.5 

37.6“ 

Corporation 

62.0 

45.4“ 

Death 

4.6 

3.2 

Motor Vehicle 

67.0 

80.2 

Motor Fuel 

i 64.2 

179.8 

General Sales 


30.4 

Liquor 


52.7 

Other 

11.8 

43.9 

Total . , 

267.2 

484.6 

Proportion of local revenue 

5.4% 

3.4% 


“ Plus 11.4 million dollars from income taxes not separable into personal and 
corporation. 


sources is thus effected. However, tax sharing does not appear 
to offer a major contribution to the solution of the fiscal problems 
of local governmental units. Distribution of most shared taxes 
among the local governments has been largely in line with con- 
tributions — ^relative collections of the shared taxes within the 
various local units. If this principle of sharing were abandoned 
and “distribution according to need” could be the rule, tax sharing 
would closely resemble equalization grants-in-aid. 

State grants-in-aid to local governments. At many places in 
this book we have pointed to the “extra-buyer” benefits attached 
to some of the services provided by government. The benefits 
from public education, for example, do not accrue entirely to the 
persons attending the public schools. Similarly, pubhc health 
programs, public highways, public facilities for youth recreation, 
and other kinds of public services may provide benefits which are 
widely disseminated among the population. 

Many of these public services can best be produced at the local 

, ® D^ta are from W. J. Shultz, American Public Finance, 3rd edition, Table dP, 

page 727 , New York: Prentice-HaH, Inc., 4943, 
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level, under local supervision and administration. The resources 
of a given locality, however, may be severely taxed if each locality 
must provide adequate pubUc services and finance such services 
from its own revenues. Unless outside aids are provided, the 
level of public services in a relatively low-income (per capita) 
area is lilcely to be low; and citizens of other areas, as well as the 
relatively low-income one, will reap tlie results of these low levels 
of services. 

The disadvantages of ignoring the interdependence of local 
units of government in the provision of highway services were 
obvious to the motorists of the twenties and early thirties. High- 
ways in one county might be well paved, while those in an ad- 
joining county would be at times impassable. Cross-country 
transport was impeded by the poor highways of some local areas. 
The highway system has been markedly improved through 
partially shifting revenues from one area to another. Federal 
and state funds secured from outside a locality have been used to 
finance highways within the local area. 

A fiscal device which has been useful in this shifting of tax 
revenues from one area to another is the grant-in-aid. A state 
grant-in-aid to a local governmental unit is a definite sum ap- 
propriated by the state to be spent by the local unit for a specified 
purpose. The grant may also include a specification of standards 
which must be met by the receivmg xmit. Both the size of the 
grant and the manner iu which it is to be used are known by local 
officials. 

To the local unit the grant-iu-aid differs from the shared tax in 
two principal aspects: (1) the receipts from the grant-in-aid are 
known in advance and are relatively stable from one time period 
to another, whereas the receipts from the shared tax are uncertain 
and variable over time, and (2) the way in which the grant-in-aid 
is to be used by the local unit is well defined, whereas the receipts 
from the shared tax frequently may be used as the local unit sees 
fit. Shared taxes, however, have been earmarked for specific pur- 
poses — ^for example, shared gasoline taxes are frequently to be 
devoted to highway purposes. 

(1) Desirable basis for distribution of grants-in-aid. The de- 
gree of tax relief provided to. local governments by grants-in-aid 
depends upon the rules followed by the states in distributing 
grants-in-aid. If these grants are distributed in accordance with 
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the relative need for the services to which they are to be devoted, 
they represent genuine reUef to some local pvernments. For 
example, if grants-in-aid for education were distributed inversely 
to the ability (as indicated by per capita income) of local school 
districts to provide adequate educational facilities, the level of 
education in these districts where per capita incomes are rela- 
tively low could be raised. Similarly, if grants for highway 
purposes were distributed according to the need for highway 
development, highways probably would be improved in the areas 

where they are poorest. ,77 + 

(2) Importance of state grants-in-aid to local governments. 

States have been making grants to local governments, particularly 
for the use of schools, since the days of colonial government. 
State aid for schools has been expanding almost continuously. 
With the rapid development of the motor car, state aids to coun- 
ties for improving highways became of some importance during 
the twenties. The expansion of welfare aids poor relief, old-age 
assistance, and care of the blind, for example— was very rapid 
after the inception of the New Deal. The relative importance of 
state grants to local units for various purposes is summarized in 

Table 38. o .1 

( 8 ) State fiscal aid to local education. State fiscal aid to local 

governments for education may be taken as an illustration of state 
grants to local governments. State governments have made 
continuously increasing grants for the purpose of helping to pay 
the costs of public elementary and secondary education. These 


Purpose 

Education 
Highways 
"Welfare . . 
Other 


Table 38^ 

State-Local Grants-in-Aid, 1945 

Amount 

(in millions of dollars) 
I 831.3 

302.0 

... 349.0 

. 371.8 


Total 


1,854.1 


Proportion of local revenue 


7.5% 


‘William J. Shtiltz, American Public Finance, 3rd edition, page 735, New York: 

"““SS'oSrf sit Bur..» o( O™, St.» IMS, V,l S. 

Statistical Compendium, Table 5, page 7. 
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grants, which were very small at the beginning of the present 
century, had grown to represent from 35 to 40 per cent of the costs 
of local education by the early forties. A variety of methods 
has been used to distribute these funds. Some states, like New 
York, have concentrated, on the equalization of educational costs 
and opportunity among local school districts. Others, like Cali- 
fornia, have given primary attention to providing general aid to all 
school districts. 

Some states, again, have gone much further in assuming finan- 
cial responsibility for local schools than have others. Delaware, 
blew York, and California are examples of states providing sub- 
stantial aids for education. At the other extreme, such states as 
Oregon, Kansas, and Iowa have lagged far behind the general 
development. Fundamentally, the basis for extensive education 
aid from larger to smaller units of government is the high degree 
of mobility in oin: population. For example. New York City 
cannot be assured that a person trained in upstate communities 
having less adequate school systems will not become a permanent 
resident of the city. Consequently, New York City should be 
concerned with the schools in the rest of the state. In addition^ 
since migration takes place among states, inadequate education 
in other states should be a concern to residents of New York City, 
as well as to other communities in New York state where workers 
may come in from states having less adequate school systems. 
The extra-local nature of the benefits from public services in the 
field of education is especially clear. 

Federal-State Fiscal Relations 

A Federal system almost inherently involves some overlapping 
of functions and of taxation between the Federal government and 
the states. Although this leads to some waste of resources, it is 
considered to be part of the price we pay for the advantages of a 
Federal system — the virtues of some centralization combined with 
considerable freedom of action at the local level. This area of 
overlapping, however, can be considerably reduced through 
further specialization of functions and through various fiscal de- 
vices. In the fiscal area, such specialization might take the form 
of greater centralization of taxation in the Federal government 
and decentralization of a greater proportion of governmental ex- 
penditure functions in the state and local governments. 
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Fiscal cooperation between the Federal and state governments 
has recognized the need for this speciaHzation. The techniques 
to effect such cooperation are not unlike those employed in state- 
local relations. Thus, Federal grants-in-aid to the states are the 
most important device by which both specialization and coopera- 
tion are effected. In addition, coordination devices such as state 
credits against Federal taxes, deductibility (often reciprocal) of 
taxes due' one jurisdiction by individuals of another, and joint 
administration of taxes employed by both have been used. The 
use of state supplementary rates on certain Federal taxes (like 
the personal income tax) and the sharing of certain taxes have 
also been suggested. 

In Federal-state relations some separation of tax sources was 
provided by the Constitution itself. Only the Federal govern- 
ment was given authority to levy taxes on imports, and through 
the nineteenth century, receipts from customs duties represented 
the principal source of Federal revenues. As we shall mention 
later in this chapter, however, an important fiscal development of 
the thirties was the manner in which most states circumvented 
this restriction by imposing special state restrictions (often in the 
form of special state taxes) for the privilege of doing business in 
a particular state.® 

Another provision of the Constitution made it impracticable for 
the Federal government to rely on the use of the property tax, as 
indicated in Chapter XIX. Such taxes can only be apportioned 
among the states on the basis of population, and except on three 
occasions,’^ the Federal government has not found such allocation 
practicable for purposes of taxation. The result has been the 
concentration of property taxes with local units of government. 

Current proposals for separation of sources and tax-sharing. 
Apart from constitutional separations of tax power, the states and 
the Federal government have imposed multiple taxes which over- 
lap at many places, and repeated suggestions for a separation of 
sotrrces between Federal and state governments have not been 
accepted. More recently, the Fiscal Relation^ Report of 1943 .® 

® The 21st Amendment to the Constitution, repealing proiibition, directly aided 
the growth of state restrictions 'by placing control over the Kqnor industry in the 
hands of the states. 

’’ See Chapter XIX, page 401, .for a summary of these uses of the property tax. 

*ThiS name is used for the report on “Federal, State, and Local Fiscal Relar 
Washington, D. C., 1943. . 
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lias urged that the Federal government should retire from the 
field of motor-vehicle taxation, largely on the ground that such 
taxes as motor-vehicle licenses and gasoline taxes have been de- 
veloped and applied by the states as special-benefit taxes. The 
same report, however, proposed that the Federal government 
retain the sole taxation of aviation fuel, since aviation is largely 
interstate in character. 

The Report suggests other changes in taxation which would 
have the effect of separation of sources. Being able to collect - 
taxes on tobacco from relatively few sources of manufacture, the 
Federal government has a substantial administrative advantage 
over the states,- which collect the tax from distributors. The 
Fiscal Relations Report recommended that the collection of excise 
tftxes on tobacco be confined to the Federal government, with 
the proceeds being partially shared with the states. (A total tax 
of cents per package of cigarettes with payment of 2 cents per 
package to the states on some agreed basis of consumption was 
suggested, together with the use of some sharing formula which 
would favor relatively urban states.) 

The Report suggests that, if taxes on business continue to be 
levied, their collection should be largely centralized with the 
Federal government. The proceeds would be partially shared 
with the states. But the Report recommends that a prerequisite 
for such sharing should be the withdrawal by the states from the 
varied fields of business taxation. Some of these forms, often 
arbitrary and capricious, were noted in Chapter XV. As indi- 
cated in Chapter XVII, the Report also urges the modernization 
of the existing system of Federal death-tax credits, together with 
a sharp reduction in exemptions for existing Federal estate taxa- 
tion, and the distribution of sufficient death-tax revenue to the 
states to more than cover existing state death-tax revenue. The 
proposal contemplates gradual abandonment of separate state 
death-tax administrations, in whiclx case an additional separation 
of revenue sources would be obtained. In the analysis of death 
taxes, the Report indicates that state administration has been rel- 
atively incompetent and also urges that death and gift taxes 
should be completely integrated. The advantages of such inte- 
gration have alieady been indicated. 

From this brief survey, however, it is clear that too much can- 
not be expected of s^aration of revenue sources as a device of 
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intergovernmental coordination.® To the extent that such separa- 
tion is achieved, economy in the use of resources for tax adminis- 
tration is secured. But it is also clear that separation of sources 
is likely to be accompanied by sharing-of -taxes or grants-in-aid 
from larger to smaller units of government. The bases for such 
tax-shariQg or grants-in-aid involve added problems in intergov- 
ernmental fiscal relations which cannot be avoided.^® 

State credits against Federal taxes. Although the states and 
•the Federal government share no taxes, arrangements have been 
made whereby the Federal government permits state taxes to be 
credited against Federal death taxes up to 80 per cent of the total 
Federal levy based on 1926 rates. Federal death-tax rates have 
since been increased on five occasions. These made the average 
state credit in 1941 only 11 per cent. A 90 per cent credit for 
state payroll taxes to finance unemployment insurance is per- 
mitted against Federal payroll taxes collected for this purpose. 

In a sense, this crediting of state taxes against Federal taxes is 
not unlike tax-sharing. If the states take advantage of the 
credits, they split the tax with the Federal government, a definite 
percentage going to each of the units involved. Of course, if a 
state does not levy death taxes, no such division of the tax be- 
tween the state and the Federal govermnent is made. The large 
proportionate credit given to the states for payroll taxes to finance 
unemployment insurance has been a major factor in encoxrraging 
all the states to set up unemployment insurance. A degree of 
uniformity in state death taxes resulted from enactment of Federal 
credits which began in 1924 at 25 per cent — Florida, for instance, 
repealed a state constitutional amendment forbidding death taxes. 

^ In addition to the proposals made in the Fiscal Relations Report, there have 
been other plans for separation of tax sources. Some of these appear to aim to- 
ward eliminating taxes ratlier than merely separating sources. Elimination would 
( in fact ) be brought about by reserving for the states some taxes which they might 
not choose to impose. For example, if death taxes were allocated to the states, 
tax competition and costly administration would discourage their use at the state 
level. In cases where death taxes were not employed by the states, allocation to 
the states would debar these taxes from the tax system. 

While the Federal government shares no taxes witii the states or local govern- 
ments, many proposals for Federal tax-sharing have been made in the past twenty- 
five years. One of the most widely publicized was the Graves-Edmonds Plan of 
1934. This plan proposed that the Federal government collect and share with 
the states the proceeds of certain liquor taxes, a gasoBne tax, and a manufacturers' 
excise tax. See the Proceedings of the Twenty-seventh National Tax Association, 
1934. 
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Federal grants-in-aid to the states and local governments. The 
grant-in-aid has been rather extensively employed by the Federal 
government in encouraging states to expand performance of cer- 
tain functions. Grants have been made for such purposes as 
education, highways, forest conservation, and unemplo 3 unent 
relief. 

Educational aids provided by the Federal government to the 
states have not been relatively large. Federal funds have been 
allotted to the states for expanding vocational education, particu- 
larly vocational training in agriculture. The agricultural experi- 
ment stations, which are an integral part of many state colleges 
or rmiversities, are supported partly by Federal fimds. 

Federal grants and loans to locahties in order to construct 
public works and provide employment were substantial during 
the period from 1933-1939. During part of this period, 1933- 
1936, the Federal government administered unemployment-relief 
expenditures totalmg around 3 billion dollars through grants to 
the states. This method was scrapped for direct Federal ad- 
ministration under the Works Projects (Progress) Administration 
in 1936, which expended 11.3 billion dollars in the fiscal years 
1936-1943. 

Uses of Federal grants-in-aid. Federal aid began with grants 
of parts of pubhc lands to the states as provided in the Ordinance 
of 1785 for sale of the pubhc domain (plus several Federal distri- 
butions of surplus funds in the first half of the nineteenth cen- 
tury). Under this type of aid, the states have received aroimd 
250,000,000 acres of land, much of the proceeds from the sale 
being set aside for educational purposes. But mismanagement, 
graft, and fraud accompanied the use of these lands. As of 1944 
there were few states that had much to show in state funds for 
the large amounts of lands received. 

Federal aid fgr specific purposes really got started in 1887, 
when small grants w^re made to states for purposes of supporting 
agricultural experiment stations. Federal grants for education 
chiefly to promote research in higher education— have continued 
to grow, but slowly. The grants were expanded in 1914 to in- 
clude agricultural extension work and to cover vocational educa- 
tion in 191*7, and vocational rehabilitation in 1920. Federal 
grants for unemployment rehef were made to the states from 
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1933 to 1936. A variety of public welfare grants under the Social 
Security Act began in 1936. A summary of Federal aids for 
specific purposes as of 1945 is given in Table 39. 

Table 39^1 

Federal Grant s-iti-Aid to States, 1945 

Type of A id Amount 

(in millions of dollars) 

Public Assistance 508.2 

Highways 95.2 

Education 119.9“ 

Agriculture 38.5 

All Other 87.3 


Total 849.1 

“ Includes 48.1 million dollars for training of 
defense workers. 


Prior to 1935, Federal aid was largely in the field of highway 
construction. In the late twenties, the proportion represented 
by all other grants was low. Provision for such aid for the pur- 
poses of stimulating highway construction was first made in 1916, 
and has been the largest continuous Federal aid program in 
operation since that time. Federal aid expenditures for highways 
increased from only $34,000 in 1917 to an average of over 80 
million dollars a year in the years 1925-1930. These aids rose to 
a peak of 338 millions in 1937, and were in part designed to 
stimulate employment during the early years after the deep de- 
pression of the early thirties. Such aids totaled 89 milhon dollars 
in the last year of World War II. 

Plans have been highly developed for the use of Federal funds 
on highways in the postwar years, particularly for the purpose of 
modernizing major interstate trunk highways to serve anticipated 
postwar traffic requirements. The matching basis required of 
states in order to obtain Federal fimds has been severely criti- 
cized. .However, Federal highway aid has' developed some of 
the best control devices for intergovernmental fiscal relations. 

Under the Social .Security Act of 1935, Federal grants to the 
states (exclusive of compensation for administration of unem- 
plo 3 unent compensation laws) had grown from nothing in 1935 
to about 437 million dollars in 1946. The principal grants are 

\ ^ Source: Facts and Figures on Government Finance, 1Q46-1Q47, page 25, Ne’vV 
The Tax Fou^daMon, 1946. 
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for old-age assistance and for aid to dependent children. Here, 
also, the matching bases which have been used has been criti- 
cized. These grants will probably continue to grow, and some 
immediate growth is to be anticipated under amendments to the 
Social Security Act in 1946 (see Chapter XVIII). 

Despite a Federal interest in public education. Federal grants 
have never grown to more than 2 per cent of the revenues of the 
public schools. The Federal government has never made any 
general grants for local education. Here is a gap in the system of 
Federal grants ( see Chapter XXIV ) 

Experience with Federal grants-in-aid has not been universally 
favorable. Criticism has been made of the lack of autonomy of 
the states and local governments in administering these aids. It 
has been claimed that these units have not been free to spend in 
the most effective manner the funds granted to them. The com- 
mon state nlatching basis of 50 per cent has also been criticized. 
(I^^ the field of social security grants, the matching basis was 
modified in August, 1946, along lines proposed by Senator Con- 
nally in 1941. See Chapter XVIII. ) Such criticisms may be war- 
ranted. In spite of them, however. Federal grants-in-aid 
judgment of the authors) do not appear to have been extended 
as far as is commensurate with the advantages of such aids. 
Some of the problems arising in expanding such aids will be dis- 


cussed in the following chapter. 

Tax deductibility as a coordination device. One'of the operat- 
ing devices of fiscal coordination which has received least atten- 
tion is that of tax deductibility. Such deductibility (for most 
taxes) is permitted in the determination of the tax bas^such as 
taxable net income, in the case of state taxes and in the case o 
Federal income taxes— except in some state tax jurisdictions 
(such as New York and California).^® The operation of such 
deductibility, particularly reciprocal deductibihty, has importan 

'^This excludes several billions of doUars d'S 

eventually spend for the education of veterans 

it include die large amounts currendy being spent for mihtary r^eaich sucn as 
expenditures for investigation of the possibilities of 

include possible appropriations under the Hope-Flannag ^ 

priattohad not yet been made to carry out the provisions o£^ ^fobthir^S 
siting (early 1947). If appropriations are made in 1947, it 

60 iSfflion dollars Mh be aUotted to agricultural research in 1950 for 


“ » islaTsf of^S^SS slates imposing 

full Federal deduction. Two others limited it and 9 denied it completely. 



486 


FISCAL COORDINATION 


efiFects. Not only does it reduce the total amount of two taxes of 
the same type which may be due, but in the case of net income 
taxes, it reduces the diflFerentials between tax liability in a non- 
' income-tax state and in an income-tax state. Furthermore, it 
avoids the possibility that the two taxes together will represent 
confiscation of income. An illustration of the effects of deducti- 
bility upon effective tax rates is given in Table 40. It may be 
observed from the table that mutual deductibility makes the effect 
of the combined taxes of the two units approximate the effect of 
one unit levying a heavier tax. 


Table 40^^ 


Percentages of Taxable Income Taken by Hypothetical Federal and State 
Income Taxes (Each Assumed to Be a Flat Percentage of the Amount 
Taxable Under It) Under Various Assumptions as to Deductibility.® 


Assumption 

Percentage of taxable income (z.e., excess of income over 
exemptions and '^deductions'^ other than income taxes) 
taken by: • 

Federal 
Tax at 

so% 

state 
Tax at 
15% 

Combi’- 
nation I 

Federal 
Tax at 

40% 

State 
Tax at 
10% 

Combi- 

nation 

1. Neither tax de- 
ductible in calcu- 
lating the other. . 

80.0% 

15.0% 

95.0% 

40.0% 

10.0% 

50.0% 

2. State tax deducti- 
ble in calculating 
Federal tax but 
not vice versa . . . 

68.0 

f5.0 

83.0 

36.0 

10.0 

46.0 

3. Federal tax deduct- 
ible in calculating 
state tax but not 
vice versa 

80.0 , 

3.0 

83.0 

40.0 

6.0 

46.0 

4. Each tax deducti- 
ble in calculating 
the other 

77.27 

3.41 : 

80.68 

37.50 

6.25 

43.75 

5, State tax credited 
on Federal tax . . . 

65.0 

15.0 

80.0 

30.0 

10.0 

40.0 


® Since the Federal tax law permits deduction of state income taxes, assump- 
tions 2 and 4 reflect actual situations in the majority of states, while 1 and 3 arc 
unrealistic except in so far as taxpayers’ total deductions including state taxes 
fall short of the 10 per cent of adjusted gross income (or $500 maximum) allowed 
as “presumptive deduction” under Federal tax. 

Based on ^‘Federal, State, and Local Fiscal Relations,” pages 438-39. 
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Use of supplementary tax rates as a coordination device. An- 
other proposal for intergovernmental fiscal coordination is that 
smaller xmits — such as local and state governments — ^be permitted 
to apply supplementary rates to taxes levied by larger units — such 
as the Federal government and state governments. Such a 
method of coordination — like that of separation of resources — 
would reduce administrative costs and resources involved in tax 
collection. To the extent that it is used, this method of coordina- 
tion would eliminate diversity in the definition of tax bases.^® 
Moreover, it would provide increased flexibility for the taxing 
unit which applied its supplementary rates to a tax administered 
and collected by larger units of government, as in the case of 
state income-tax rates appended to the Federal tax. Even in- 
direct coercion of smaller units would not be involved, contrary 
to the case of Federal tax credits for unemployment compensa- 
tion. Supplementary local rates to taxes of central governments 
are used considerably in some other coimtries. 

Use of joint tax administration as a coordination device. Still 
another device of coordination which has proved valuable and 
may develop more in the future is joint administration of the 
same kind of tax at the Federal-state level and among the states. 
Federal-state cooperation has been increasingly useful in the 
field of income taxation. While Congress did not specifically 
provide for the inspection of Federal income-tax returns by the 
states until 1926, the Commissioner of Taxation in Massachusetts 
was using such inspection as early as 1920. More recently, the 
Bureau of Internal Revenue has been willing to supply the states 
with an automatic transcript of Federal audit and delinquency 
action at a very low cost. Under this service, in one year, Ken- 
tucky received the equivalent of 20 auditors’ work at a total cost 
representing the salary of one investigator for less than one month. 

In general, the income-tax states have built their systems of 
auditing returns aroimd the availability - of Federal information. 
Yet a few of the states do not yet avail themselves of what is a 
very low administrative cost for this particular tax. Techniques 
of cooperation have been more highly developed and applied in 
the field of liquor taxation than anywhere else. The Fiscal 
Relations Report indicates that informal cooperation between state 

“ Past experience, however, has not made it possible to produce a uniform 
Federal-state income tax return. 
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and Federal officials in this field has been developing, to the 
mutual satisfaction of both Federal and state administrators. 
Future possibiUties of joint administration are probably best in 
the field of death taxation. Here, as we have seen, the present 
crediting device might be so altered that separate state adminis- 
tration of death taxes might gradually disappear. 

Instances in which the Federal government makes use of state 
tax data are not as important, but as of 1942, drey included: (1) 
in connection with excises on dealers. Federal agents were sup- 
phed witli lists of licensed dealers, (2) lists of corporations were 
supplied by some states, especially New York and Delaware, (3) 
the states were providing credit slips on every taxpayer con- 
tributing to state unemplo)nnent taxes. These were matched 
with Federal returns to uncover any delinquencies.^® 

Interstate Fiscal Relations 

In the earlier chapters devoted to discussion of business taxa- 
tion and to taxation of personal income and commodities, some 
aspects of interstate fiscal relations were raised. Particularly 
important are the trade barriers raised by state excise taxes and 
the discrimination in taxing which results from overlapping taxa- 
tion — two or more states taxing one individuals income while the 
incomes of other individuals are taxed by only one state. 

Interstate trade barriers result from such taxes as state taxes 
and license fees on interstate motor carriers, the excises on oleo- 
margarine, liquor taxes, use taxes, and possible multiple state taxes 
on certain kinds of personal property. These devices tend to re- 
duce the flow of trade between the states. 

Overlapping taxation of business enterprises. Overlapping 
taxation occurs in the taxation of enterprises that do business in 
more than one state (see Chapters XI and XXIV). Such enter- 
prises are subject to business taxes of aU the states in which they 
operate. Such taxation- must recognize that not aU of interstate 
corporate business is done in one state and must allocate some 
reasonable portion of corporate income or capital stock to a par- 
ticular state, as determined by the courts. 

A variety of allocation formulas are used by taxing states, 
^though corporate managements generally have an opportunity 
to,' work out some reenable allocation with state tax officials, 

. •.® See' “Federal, State, and Local Fiscal Relattads,” page 144. , ’ 
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if they consider that the tax results given by a particular formula 
are unfair. For an interstate corporation, aU such formulas are 
certain to be arbitrsiry to some extent. It is quite possible that 
a particular interstate corporation will find that it is subject to 
taxes by all taxing states on a base of more than 100 per cent of 
its total net income or capital stock in a given year. 

Use of interstate taxes to favor home industry. Liquor taxa- 
tion is a good illustration of attempts by various states to en- 
courage intra-state industry. States were given a free hand in 
liquor regulation and taxation by the 21st Amendment. As of 
1941, 43 states made use of liquor-tax legislation not only for the 
purpose of regulation, but also to protect intra-state industry, 
to retaliate against discrimination by other states and to favor 
the products of some states against the products of others.^’^ 

Another illustration of state taxation to encourage home in- 
dustry is the special taxes falling on oleomargarine. Just before 
the last war, about half the states imposed margarine taxes: 
taxes included licenses on manufacturers, dealers, and “import- 
ers,” and specific, state excise taxes of 5 to 15 cents a pound. 
There was considerable variance between states in this type 
of special taxation. Some southern states impose excise taxes 
only on margarines which use oils produced outside the state. 
Nebraska, Minnesota, and Wyoming levy an excise tax only on 
margarine not having a minimum of fats derived from animal 
sources. Testimony before the Temporary National Investigat- 
ing Committee a few years ago indicated that some of these 
taxes have been designed to destroy consumption of margarine. 
A consequence of tlie protective legislation has been that the 
taxes yield relatively little tax revenue — a characteristic of an 
effective protective tariff. 

Interstate taxation and regulation of motor vehicles. Special 
state taxes on motor vehicles doing business in more than one 
state are common. They are so diverse as to almost defy de- 
scription. Sometimes they take the form of an extra license fee; 
sometimes they are levied on the basis of ton-miles of travel 
within the state during a certain period, generally a year. Extra 
taxation has been rationalized on the ground that a motor vehicle 
from outside the state increases costs of highway maintenance 

""See Thomas S. Green, Jr., “The Liquor Tax as an Interstate Tax Barrier,” 
Journal of Commerce and Commercial, VoL 187, No. 14 (January 24, 1941). 
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within the state. The extra taxes, however, are frequently 
more than enough to cover such extra costs. In addition, some 
states have specifications as to such factors as maximum over-all 
length and gross weight of various vehicles. A result of such 
specifications is that it has been legally impossible for certain 
types of trucks to pass through some states.^® To implement 
their restrictions, many of the states during the thirties developed 
what have been called “ports of entry.” At these points any 
given commercial vehicle could be checked for required taxes, 
load, length, width, and other factors before being allowed to 
enter the state. 

To facilitate war teaffic, the Federal government called a con- 
ference of state oflScials in 1942 and obtained a wartime agree- 
ment that an eflFort would be made to obtain state-wide uni- 
formity in restrictions on length, load carried, and so forth. 
This agi'eement was ratified by all the states in June, 1942. How- 
ever, it did not cover the field of interstate taxation. Some of 
the states had, in 1946, returned to their own heterogeneous con- 
trols over length, extent of load, and other operating factors, but 
most of the states were continuing the arrangements for stand- 
ardization agreed upon in 1942. 

A special problem of inequitable multiple taxation in the field 
of motor-vehicle taxation has arisen from changes in operator’s 
state of residence during the course of a given year. Even if such 
a change occurred only once, an individual may be required to 
buy two sets of license plates and two driver’s licenses dming 
one year. 

Interstate taxation of insurance companies. State insurance 
taxes are imposed by all 48 states. Such taxes are usually levied 
as a fixed percentage (most commonly 2 per cent) of gross pre- 
miums received in a given state m a given year. Provisions are 
often made for the greater taxation of companies chartered out- 
side the state in case another state imposes higher rates on 
companies chartered in the given state. Such potential retalia- 
tioij or, provisions for reciprocity in treatment were used (as of 
1942) by all except six states. 

Interstate problems in personal-income taxation. Problems of 
overlapping personal income taxes are numerous. They arise 

^Thus, in 1941, the maximum length of trucks permitted varied from ^0 feet 
in Kentucky to 85 feet in four states, and the maximum gross weight permitted 
varied from 18,000 pounds in Kentucky to 120,000 pounds in Rhode Island. 
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partly from the judicial acceptance of the income-tax base as be- 
ing both in the state of residence and in the state where the 
income is received. Thus, a state income-tax payer in Wisconsin 
is subject to Wisconsin tax only on income received witliin the 
state, but in Delaware (and many other states) he is subject 
not only to a tax on income earned within Delaware, but also on 
income earned in any other state (including Wisconsin). The 
result is inequitable double taxation. There are problems of 
interstate tax competition, which result in an rmdetermined 
amount of migration. There are also legal problems resulting 
from the fact that some states — ^such as Ilhnois — have found it 
impossible to levy personal income taxes, under the common uni- 
formity rule in state constitutions. 

Interlocal Fiscal Relations 

The relationships between fiscal units at levels below the state 
level have not been extensively analyzed, partly because of the 
multiplicity of such units and the variability of relationships be- 
tween local units, and partly because there has not been a great 
deal of such cooperation. However, some of the techniques 
which have been worked out appear to be fairly satisfactory and 
might be utilized with advantage at the higher levels of govern- 
ment. 

County governments, mimicipahties, and school districts rely 
essentially upon the same tax for revenue — the property tax. 
Although the property tax is not the best of aU possible taxes, 
the principle of several units, using the same source with some 
success could be extended to other kinds of taxes — the personal 
income tax, for example. 

When pupils from one school district are taught in another 
district — an event which occurs frequently where a school has 
been closed and the pupils are sent to another school — the one 
district transfers funds to the other district for the services ren- 
dered. Similar cooperation between counties in the performance 
of other functions — ^road maintenance, recording, tax assessment, 
and protection of life and property, for example — could result in 
certain savings without county consolidation. Although con- 
solidation perhaps could bring more marked improvements, the 
political difficulties in eflFecting consolidation' may delay it for 
many years. 



CHAPTER XXIV 


APPRAISAL OF TECHNIQUES TO IMPROVE 
INTERGOVERNMENTAL FISCAL RELATIONS 

I N THE previous chapter, we outlined the problems of inter- 
governmental fiscal relations, and concluded that some prob- 
lems inevitably arise in a Federal system with many taxing and 
spending units. We also indicated some of the devices which 
have been proposed, and sometimes used, in order to minimize 
the problems. It is the purpose of this chapter to appraise the 
various devices of intergovernmental fiscal relations and to con- 
sider the future of these techniques. The criteria which we shall 
use to appraise these devices are: (1) Their expected effective- 
ness in achievmg improved allocation of resomrces within the 
public economy. This can come about through reducing costs 
of collecting a given amount of taxes and administering funds 
for their collection. (2) Their effect upon resource allocation 
between the public and private economy. Improved allocation 
impHes increasing the relative level of public services in the rela- 
tively lower (per capita) income areas through aids from other 
areas. (3) Their contribution to the maintenance of full em- 
ployment. 

Logically, any form of fiscal aid from larger to smaller units 
of government recognizes the fiscal limitations of smaller units 
in the performance of one or more government functions which 
are of more than local interest. Desirable emphasis on extra- 
local benefits may be subordinated in the case of tax-sharing, 
where supplementation of total local tax revenue may be the 
ostensible purpose. Although the principle of equalization of' 
costs and opportunities among smaller units of government may 
not be specifically recognized, the collection of tax revenue and 
its detribution over a state or over the nation do§s involve some 
equalization. The .tax revenue of larger units of government 
comes in coasideral^le part from those people ( and. areas ) where 

' 492 . - , 
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financial ability to pay Taxes is relatively great, even though dis- 
tribution of tax funds is on a per capita basis. 

Separation of Revenue Sources 

Historically, the oldest device of intergovernmental fiscal 
coordination which has been proposed is separation of revenue 
sources. In practice, separation of revenue sources by itself has 
not been found very useful. As has been indicated, something 
like a separation of sources in state-local taxation has been ac- 
complished since 1900, with the withdrawal of most states from 
a significant amount of property taxation. Local units of govern- 
ment, left primarily to the unpopular general property tax (im- 
posed subject to various restrictions in the various states), have 
found an increasing discrepancy between their tax resources 
and the growing volume of public services which they have been 
expected to perform. 

This coordination device is often used with others. The in- 
creased fiscal aid to local units of government since 1900 suggests 
one significant aspect of separation of sources: such separation 
has generally been connected with one or more of the other de- 
vices for fiscal coordination. The increasing dependence of lo- 
cahties on state and Federal governments for fiscal assistance 
further emphasizes a point made in Chapter XX: that local units 
of government need to recast the property tax and to seek addi- 
tional sources of tax revenue. 

Separation of revenue sources offers Httle to recommend it as 
a major fiscal device. Units of government would have to rely 
upon their own sources of revenue. Consequently, the level of 
public services in the relatively lower (per capita) income areas 
is unhkely to be raised. In addition, leaving state and local 
governments dependent upon their own sources is likely to cause 
them to act perversely so far as stabilizing markets is concerned. 

Tax-Sharing 

Sharing-of-taxes presents a special set of problems. The basis 
of distribution of shared taxes among various government units 
must necessarily be presumptive, but must also be relatively 
sirnple and understandable. Sometimes tax receipts can be 
• shared on the basis of local expenditures for taxed goods and 
services. For example, in the sharing of motor-vehicle taxes. 



494 FISCAL COORDINATION 

relative purchases of motor fuel and registrations of motor ve- 
hicles could be used as a basis for distribution. Sometimes 
source allocation is relatively diflBcult, however — as in the case 
of net income taxes. The simplest type of tax-sharing occurs 
when part of the proceeds of a centrally collected tax are turned 
back to localities without specific provision as to the ways in 
which the funds shall be used. 

At times, states have shared taxes for particular reasons or 
purposes — such as replacing local funds lost through systems of 
property-tax credits or exemptions, assuming financial responsi- 
bihty for the servicing of highway debts (payment of interest 
and principal), or providing funds to cover part of the cost of 
welfare programs (payment of old-age assistance from state (and 
Federal) funds). Where shared-taxes are tied up with pay- 
ments designed to cover part, or all, of the cost of a given govern- 
mental function, they shade into grants-in-aid. 

Shared-taxes may improve the revenue position of local govern- 
ments. Even though a tax is shared proportionately to estimated 
collections in various localities, some taxes that are collected by 
higher units and shared with lower ones could not have been 
levied by the local units. Sharing-of-taxes has the advantage of 
permitting taxes to be collected by a single xmit of government. 
Some saving in resources is thus effected. 

However, tax-sharing does not appear to offer a major con- 
tribution to the solution of the fiscal problems of local govern- 
ment units. One weakness of shared-taxes hes in their lack of 
equalization between local units. Some local units of govern- 
ment will be provided with more tax revenue than they can 
spend efficiently, while others still will not have enough to main- 
tain local. services at a high standard.^ 

The rule which has been followed in distributing most shared- 
taxes among the local governments might be called “distribution 
according to contribution.” For example, if a state is , sharing 
•a tax with the counties, and if the tax receipts from Coimty A are 
twice the receipts from County B, County A’s share in tax revenue 
is usually twice that of Coxmty B. The local governments with 
the small tax bases are thus required, in practice, to continue to 

^ See Harold M. Groves, Financing Government^ revised edition, page 458, for 
a compact statement of the various conditions which need to be fulfilled in order 
to make tax-sharing reasonably satisfactory as a fiscal device. 
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rely largely upon tax collections from their constituents. If this 
principle of sharing were abandoned and “distribution according 
to need” could be the rule, tax-sharing would closely resemble 
equalization grants-in-aid. 

In addition, sharing taxes by states (the Federal government 
shares no taxes) will not in itself reduce the fiscal perversity of 
state governments — a tendency already noted. 

Grants-in-Aid 

Grants-in-aid, both state and Federal, have undergone a rapid 
development. These developments have centered around (1) 
Federal grants to states for purposes of stimulating highway de- 
velopment, (2) Federal grants to the states rmder the Social 
Security Act of 1935, ( 3 ) state grants to local units of government 
to help pay the cost of public elementary and secondary educa- 
tion, and (4) Federal grants and loans to localities to aid in the 
construction of public works, especially during the period 1933- 
1939.^ The types of recent Federal and state grants-in-aid were 
indicated in the preceding chapter. 

Grants-in-aid have generally had one or both of two purposes: 

(1) to stimulate some specified public activity by a smaller unit 
of government (a good example is Federal highway grants), 

(2) to equalize the financial ability of smaller units of govern- 
ment to carry on a specified public activity. Grants for this pur- 
pose are called equalization grants. Grants-in-aid have been dis- 
tinguished from shared-taxes in that they represent an appropria- 
tion for a specific function of government, rather than funds to 
supplement locally raised funds for all functions of government. 
The two devices of intergovernmental coordination shade into 
each other. Gertain common bases for distinction of shared- 
taxes and grants-in-aid were indicated in Chapter XXIII. 

Grants-in-aid, in our estimation, constitute the most useful 
single device for intergovernmental fiscal coordination. They do 
not confine the services of a local unit to those that can be 
financed from the unit’s own sources of fimds. To the extent that 
they are made by the Federal government, they can be counter- 
cyclical in their effect. They do not need to be secured always 

^ In addition, during the years 1936-1943, the Federal government directly ad- 
ministered the expenditure of 11.2 billion dollars, under the Works Projects 
(Progress) Administration, to assist localities -m coping with problems of unem- 
ployment. 
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from tax sources. During periods of deflation, a part of the funds 
for such grants can come from nontax sources — direct money 
issue, for example. 

Desired characteristics of future expansion of grants-in-aid. 
Certain characteristics are desirable for the future development 
of the most satisfactory system of intergovernmental aids. (1) 
Such aids should come increasingly from the Federal govern- 
ment and should not necessarily be dependent upon tax revenue. 
Rather, the amount of tax revenue which the Federal government 
raises should be a function of such general fiscal ends as main- 
taining full employment. 

(2) There should be some, but relatively little (Federal), 
control over the expenditure of funds which are granted. It 
is desirable that certain standards be set up and enforced as 
a basis for making grants-in-aid, however. There are work- 
ing illustrations in public grants for highways and for education. 
In the highway field, the Public Roads Administration (formerly 
the Bureau of Public Roads ) has required since 1921 that plans 
and designs for the expenditure of its funds should be approved 
before the funds are granted. In many state educational grants, 
it is required that certain local levies shall be made to meet part 
or all of the cost of some standard program if state aid is to be 
obtained. The establishment of such standards of performance, 
rather than direct interference in the expenditure of the funds, 
constitutes adequate control.® 

(3) There is further need for the recognition of the equaliza- 
tion factor in the granting of Federal or state funds. Such a 
factor has not been specifically included in Federal grants and 
has been recognized only to a limited extent in state grants. 

In the past, grants-in-aid have been distributed largely in 
relation to fiscal ability to finance local functions from local 
sources of revenue. Thus, school districts with highest per pupil 
taxable valuations may be given the largest grants, or grants for 
highways may be made directly in accordance with the existing 
development of the highway system in the locality. 

The result of such a distribution pattern is the return to each 
local unit funds that were collected from the constituents of that 
unit. Little over-aH improvement in the level of public services 

' y®y- detailed standards, however, are Irequentfy considered (by the units of 
government receiving Federal grants) as interference. 
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is likely to follow from such a pattern — except in so far as the 
kinds of taxes employed by the state cannot be used by local 
units and an increase in the total of state and local tax collections 
is the result. The imits which have the largest tax bases are 
likely to substitute grants-in-aid for locally collected revenues 
The units which have the lowest tax bases receive relatively 
small grants and cannot expand the level of their services very 
markedly. 

Opposition to distribution of grants in accordance with some 
principle other than the ability of local units to finance their own 
functions grows out of opposition to redistributing income from 
the richer to the poorer areas. Income redistribution, however, 
need not be the only issue Jin determining the bases for grants. 
Because of the interdependence between localities, the taxpayers 
of the richer areas have a stake in improving the level of public 
services in the poorer areas. The amount of income transferred 
from the richer to the poorer localities could be made equal to 
the amount which the taxpayers of the higher-income areas were 
willing to pay to increase the quality of public services in the 
poorer areas. If there is no such willingness on the part of the 
citizens of one area to pay for higher standards in other areas, 
the grant-in-aid has little place in the fiscal system. 

When funds are paid on an equalization basis, the object is to 
underwrite some minimum opportunity for the residents of the 
receiving unit — ^the guarantee of some minimum opportunity for 
public education or for nutrition, for instance. A good example 
is found in some state equalization grants for public education, 
which require some standard (defined) participation by local 
units of government. Under such grants, not all local school 
districts need or can qualify for state aid. 

The Fiscal Relations Report has pointed out that annual Federal 
equalization grants for public education of at least 200-300 milHon 
dollars could have been justified in 1940. A larger sum prob- 
ably is justifiable now (1947). Such grants might reasonably 
be distributed inversely to per capita incomes in the various 
states, which varied in 1945 from $445 in Mississippi to $1,595 
in New York.^ Low-income states, centering largely in the south- 

* Soiarce: The Survey of Current Business, August, 1946, page 16- The amounts 
reported excluded Federal civilian compensation, and that of military personnel 
stationed outside the country. 
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east, also have a proportionately large share of the school popu- 
lation. Their relatively large school-tax burden might also be 
taken into consideration in allocation of Federal aid. 

The Report also suggested that distribution of a Federal equal- 
ization grant might be conditional on reasonably efficient (in 
terms of district organization of) local school districts.® It rec- 
ommended that, in the field of higher education, the Federal 
government should restore grants to individuals, based on their 
degree of competence and financial ability. The nearly 100 
million dollar budgetary appropriation for the National Youth 
Administration in 1940 was largely for grants to individuals. 

(4) The matching basis for Federal funds should give some 
consideration to variations in per capita incomes within the 
various states. In the past. Federal highway grants — the longest 
continuing grants of substantial size — have been based on three 
matching elements as a prerequisite for obtainirig Federal aid. 
These three factors are included in the matching formula; area, 
population, and miles of post roads. The formula, which was not 
exclusively used during a few years of the middle thirties, has 
tended to favor large, sparsely populated areas. It has penahzed 
the people living in relatively small states with low per capita 
incomes. It has been much harder for these states to raise funds 
which are required for matching. In the future, distribution 
of Federal highway funds should be partially weighted inversely 
to per capita income. This does not mean that users of the 
highways from other states should not pay additional amounts 
which bear some relationship to their use of highways within 
the state. 

An alternative basis of matching in the field of public welfare 
which has received some attention, and was partially adopted in 
1946, was a plan for variable Federal grants, proposed by Senator 
Connally in 1940.® Under this proposal, matching requirements 
under various categories of the Social Security Act would be as 
follows: the Federal government would provide $10 of the first 
$15 a month for eligible recipients; 50 per cent from $15 to $25; 
and 33^ per cent from $25 to $40. Such a proposal has a num- 

® It also favored eliminatioii of existing discrepancies between expenditures for 
education of Negroes and whites and me use of Federal* grants to aid in new 
school construction. 

® See the “Connally Amendment” proposal. Senate Bill 3030, 76th Congress, 
January 4, 1940. Refer to Chapter XVIII, 
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ber of advantages: (a) A strong Federal interest in minimum 
standards can be indicated by high matcbing proportions, which 
can be reduced as Federal interest may decline, (b) More 
state money would be raised for matching at the higher over-all 
proportions, (c) More state money would be matched by the 
Federal government at the higher over-all proportions in the poor 
than in the rich states, thus securing a degree of interstate equali- 
zation. (d) A considerable degree of intra-state equalization 
would be secured, since the maximum Federal aid, relative to 
state expenditures, could be obtained by paying equal grants to 
all recipients within each category.’’ 

(5) The Federal government should assume further responsi- 
bility for public welfare expenditures by aiding states and locaH- 
ties with grants for direct rehef. ■ This is partly an equalization 
problem. The Fiscal Relations Report indicates that the great 
majority of low (per capita) income states show relatively low 
figures for state and local relief as a percentage of total state 
and local funds applied for welfare expenditures. This situation 
in turn is attributed in part to the fact that Federal matching 
grants for social security purposes have tended to distort the 
budgets of these states away from general rehef, in order to meet 
matching requirements.® 

(6) Grants-in-aid should be devoted primarily to helping to 
finance expenditures where the extra-local element of benefit is 
especially clear; such as education, highways, and pubhc welfare. 
It should be recognized, however, that, as our economy becomes 
more and more interdependent, the idea of local benefit will come 
to be less and less important and the logical role of grants-in-aid 
will continue to expand. This may be illustrated in the field of 
pohce protection. Not only have Federal and state governments 
undertaken direct activities in this traditionally local field, but 
varying percentages of local property are owned by persons re- 
siding outside the community or even outside the state. 

The principal limitation of grants-in-aid (and of shared-taxes) 
is that such fiscal aid may tend to undermine local sense of finan- 
cial responsibility and promote wasteful spending locally. With 
a continued growth in intergovernmental fiscal aids, such devel- 

See “Federal, State, and Local Fiscal Relations,” page 551, for a more com- 
plete statement of possible advantages vmdCT this proposed plan. 

® See “Federal, State, and Local Fiscal Relations,” pages 548-549. 
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opments are indeed possible. These developments do not need 
to occur, if some minimum local rate of tax contribution is re- 
quired as a prerequisite for state or Federal aids. Furthermore, 
grants-in-aid should carry with them some degree of control 
over the local expenditure of funds, as we have suggested. In- 
tergovernmental fiscal aid, preferably in the form of grants-in-aid, 
will continue to grow, as an increasing range of pubhc activities 
is interpreted as having more than just local significance. 

Use of Tax Credits as a Coordination Device 

State tax credits against Federal taxes have been employed for 
death taxes and unemployment payroll taxes. In the field of 
death taxes, however, many states have continued to have their 
own supplementary death-tax systems, largely inheritance taxes 
rather than independent estate taxes. Furthermore, it was 
pointed out in Chapter XVII that the tax credit, still based on 
1926 rates, is relatively obsolete. Changes to modernize the 
death-tax credit and to keep it current in relation to changing 
Federal estate taxes were proposed in that chapter. The other 
use of the tax credit which has been made was ^art of 1935 
Federal legislation in the field of social security. This act pro- 
vided that states providing for unemployment compensation satis- 
factory to the Social Security Board should be entitled to a 90 
per cent credit on the payroll taxes provided imder the act. A 
result was the prompt enactment of unemployment compensation 
acts by all the 48 states. Costs of state unemployment-compensa- 
tion administration are paid for by the Federal government out 
of the 10 per cent of the tax revenue which it gets. Grants for 
such costs, however, have never exceeded 64.7 per cent of 
Federal tax receipts under this portion of the Social Seciuity 
Act.® There are those who contend that the credit should be 
increased to 100 per cent of Federal tax receipts with the states 
bearing part of the costs of unemployment administration. 

Appraisal of the use of tax credits. It has been proposed on 
various occasions that the tax-credit system should be extended 
further to include corporate and personal income taxes levied 
by the states, and to the stock-transfer tax (at present limited to 
to Federal government and to New Yo:i^k state) . In considering 
. e^^^ion of the tax-credit system for income taxes, it must be 
Treasury Bulletin, Aagust) 1^6, page 12, • 
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considered that several of the states having the largest incomes — 
such as Texas — are without state income taxes. Furthermore, 
some of them — Illinois is a good example — ^have found it im- 
possible to levy state income taxes tmder their state constitutions. 
Such a state could, of course, amend its constitution to permit 
income taxation.^® 

The Fiscal Relations Report concludes that a tax credit for stock- 
transfer taxes would be undesirable.^^ Not only is the tax fiscally 
unimportant to the Federal government, but New York is the only 
state which levies it. A tax credit might induce a number of 
other states to complicate our tax system further by enacting 
stock-transfer taxes applicable to transfers made within those 
particular states. Such taxes logically belong to the Federal 
government, as stock-transfers involve individuals all over the 
cotmtry. It is recognized that New York state developed such 
taxes, and an attitude of forbearance on the part of both New 
York and the Federal government is probably the best fiscal 
policy which can be followed in the application of this particular 
tax. The interest of New York in preserving a flourishing stock 
exchange will probably prevent that taxing jurisdiction from 
enacting laws which will have a repressive effect on stock trans- 
fers, in the event that combined tax laws of New York, other 
states, and the Federal government appear to be exerting such 
an effect. 

Supplementary Tax Rates as a Coordination Device 

Tax students are divided on their appraisal of this particrJar 
fiscal device of coordination. The late E. R. A. Seligman was 
one of its strong advocates.^^ Professor Groves has indicated 
that further use of this device can be approached gradually and 
fin ds it desirable in such areas as income and death taxation.^® 
On the other hand, W. J. Shultz has fotmd several objections to 
the use of tax supplements. In the field of state-local taxation, 
he has argued that’ only a few communities would find substantial 

“Just as the Federal death-tax credits (established in 1924 and 1926) en- 
CQuraaed states to levy death taxes, an income-tax credit might induce Illinois to 
ampTid its constitution to enable it to levy an income tax. 

“ See the Report, page 537. - „ 1 1 - 

“ See E. R, A. Seligman, “The Fiscal Outloolc and the Coordination of Public 
Revenues," New York University Symposium, Current Problems in Public Pittance, 
Chicago: Ccarimerce Clearing House, 1933. 

“ See Harold M. (proves, Firtoncing Govemmeta, revised edition, page 458. 
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benefits from such tax supplements : those communities in which 
the supplements for income-tax and death-tax purposes did not 
induce residents to change their domiciles, or in which a sales- 
tax supplement did not encourage residents to go outside the 
specially taxed area to make purchases. He has doubted the 
feasibility of using the device in the field of Federal-state taxation 
also. Income-tax supplements, he feels, would have to be levied 
on a residence rather than a source basis to make tax supplements 
administratively feasible, and he argues that any system of state 
supplements would have to be moderate, in order not to intensify 
the whole field of interstate tax competition.^^ 

Further local or state supplements to state or Federal taxes 
might be usable in a few fields of taxation — such as personal-in- 
come and excise taxation. Like the other devices for fiscal 
coordination, tax supplements can probably serve only a limited 
role in intergovernmental fiscal coordination. 

Tax Deductibility 

Tax deductibility (often reciprocal between state and Federal 
governments) as a coordination device has not been sufficiently 
emphasized. Deductibility acts as a tax credit, although not 
explicitly. One result of deductibility is that the total amount 
of two taxes of a given type levied by two taxing tmits is reduced 
and cannot confiscate an individual’s entire income even though 
both tax rates may be high. This result was noted in Table 40 
in the preceding chapter. 

Two aspects of tax deductibihty have seldom been pointed out. 
It reduces sharply the difference in tax rates for taxpayers as be- 
tween states which have and which do not have income taxes. 
This acts to check tendencies to migrate in order to reduce taxes. 
Fm-ther, Federal tax deductibihty for state tax purposes operates 
as an indirect subsidy to the states. In effect, by leaving funds 
with the states which otherwise might have been collected, the 
Federal government provides part of the funds for the public and 
private economies in the states. Mutual deductibility is not 
characteristic of all state income-tax systems — ^those of New York 
and California being among the exceptions. The effect of not 
permitting deductibility of Federal income taxes for state income- 

W. J, Shultz, American Public Finance, 3rd edition, pages 732-33 and 
758-59. . ' - ‘ 
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tax purposes is to make the combined tax slightly higher (with 
given state rates) than where mutual deductibility is permitted 
(refer to Table 40, Chapter XXIII). The indirect Federal sub- 
sidy to the states is also relatively higher than where mutual de- 
ductibility is permitted. 

Joint Administration as a Coordination Device 

We noted in the preceding chapter that Federal-state coordi- 
nation in the joint administration of particular taxes has been 
successful and might be further extended. Interstate adminis- 
trative cooperation also has possibilities, not yet fully exploited. 
This is particularly true in the field of income taxation. State 
administrators need to exchange information on tax returns sub- 
mitted by corporations operating in more than one state and to 
check the relative weight given hy interstate corporations to dif- 
ferent items — such as tangible property and sales — in formulas of 
interstate allocation of corporate income. Such checking mighf 
serve the purpose of seeing that the various formulas submitted 
have not been deliberately weighted in such a way as to minimize 
corporate-tax liabilities in the various states. In addition, the 
various income-tax states need to move in the direction of imiform 
allocation formulas for corporation incomes earned in more than 
one state. Individuals earning income in more than one income- 
tax state should have the opportunity to deduct taxes paid to 
states of nonresidence from total taxes paid to the state of resi- 
dence. This is particularly true if the state of residence makes its 
income base all income earned in aU states, as it may legally do. 
There must be interstate cooperation in order to have such checks 
made. Perhaps one of the most desirable developments would 
be the growth of an interstate clearing house for information. 
To provide such a clearing house is one of the functions which 
could be performed by a Federal-State Fiscal Axithority. Some 
analysis of the way m which this authority might be set up and of 
the functions which it might perform will be examined shortly. 

Joint administration reaches its peak in the exercise of au- 
thority which might be delegated by the Federal government to 
the states. Given some assurance that Federal standards will 
be maintained, the Bureau of Internal Revenue might be willing 
to delegate some of its tax functions to state tax administrations 
in the future. In this respect, several other countries have ad- 
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vanced far beyond our present stage of administrative coopera- 
tion. Thus, in Australia, where there is a simpler federal system, 
and where both the states and Federal government have had an 
income tax (though the states gave up theirs for the period of 
World War II), the central government has administered' both 
its taxes and most of the state taxes in one of the states. In the 
other states, the states’ governments have administered both 
national and state income taxes. Administrative duplication has 
been greatly reduced. Professor Haig has reported that the ar- 
rangements have justified themselves on the basis of economy 
and the stimulation given to uniformity of laws and practices.^® 

A Proposed Federal-State Fiscal Authority^® 

We have observed that none of the fiscal devices for inter- 
governmental coordination in this country can be labeled as the 
“solution,” tliough each may have certain contributions to make. 
To administer the continuous operation of omr overlapping fiscal 
systems in this country really requires some public body, espe- 
cially selected for the purpose. Through such a body, avenues 
of interchange for information could be facihtated, and the results 
of various operating devices for fiscal coordination could be ap- 
praised. Such a body might be found in a Federal-State Fiscal 
Authority. 

Continuous cooperation in the field of Federal-state fiscal rela- 
tions could serve several useful purposes. The number of of- 
ficials for this proposed authority could be initially limited to 
three, and the group could operate under an initial budget of 
$150,000 to $200,000, provided jointly by the Federal and state 
governments. One member could be appointed by the Presi- 
dent, another named by a council of delegates appointed by state 
governors, and a third could be named by the two appointed offi- 
cials. Legislation estabhshmg such an authority could reason- 
ably provide that one of its members should be familiar with the 
fiscal affairs of local government units. 

Such a group (whose membership might be later expanded) 
could be expected to do the following things, among others: 

^ See Robert Murray Haig, "Amalgamated FederabState Tax Adiiidmstration-in 
Aoistralia,” Proceedings of the National Tax Association^ 19S7:, 1938, 
f Tbe proposals summarized here are suggested in "Federal, State, and Lopal 
*F!^^ Relations,” pages 149-51. 
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1. To promote close cooperation between state and Federal adminis- 
trators toward securing joint administration of selected overlap- 
ping taxes. Joint administration of net-income taxes, business 
taxes, and death taxes appears to oiffer the greatest possibilities. 

2. To promote interstate cooperation. Such cooperation might be 
speeded up in the case of interstate reciprocity of taxation for 
commercial vehicles doing business in more than one state; for the 
agreement on some relatively uniform method of allocating among 
the various states the income of corporations doing business in 
more than one state; for reciprocity in taxing individual income 
which arises in more than one income-tax state. 

3. To act as a clearing house for Federal payments, in lieu of local 
and state property taxes, on Federally-owned property. Such 
payments have often been made in the past, but without the 
development of any consistent principles underlying such pay- 
ments. 

4# To act as a clearing house for complaints relative to Federal pay- 
ments in lieu of local and state property taxes and for data and 
complaints regarding the use of state taxes and other instrumen- 
talities as trade barriers. 

S* To conduct research in such fields as (a) costs of tax administra-^ 
tion, including costs of taxpayer compliance, ( b ) effects on inter- 
state business firms of the various formulas for the allocation of 
taxable income among the states, (c) effects of state taxation on 
tendencies of business firms to migrate from one state to another 
in order to reduce the load of taxation. Relatively little is known 
about any of these important aspects of taxation. 

6. To create pubHc interest in intergovernmental fiscal relations. 

7. To distribute among the states information on Federal taxes and 
economic trends as they affect the states. 

8. To promote better governmental reporting, accounting, and 
statistics. Particularly in some local and state taxing jurisdictions, 
fiscal ’information is either unavailable, or is presented in a 
manner which is incomplete and unintelligible except to a few 
people interested in fiscal information. 

The impression should not be given that agencies of informal 
cooperation do not exist at the present time. The considerable 
amount of cooperation among Federal and state tax administra- 
tors has already been indicated. The Constitution provides for 
the use of interstate compacts, upon approval by Congress, but 
in more than 150 years, relatively few of these have been made in 
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the field of taxation. Something has been accomplished by re- 
ciprocal arrangements among the states whereby each agrees not 
to levy a certain tax (rate) if another state does not do so. Such 
agreements have been especially frequent in. the fields of income 
taxation, motor-vehicle taxation, death taxation, and insurance 
taxation. Important voluntary associations interested in inter- 
governmental fiscal coordination have developed. The Na- 
tional Tax Association, the Council of State Governments, the 
Tax Administrators’ Association, and the Municipal Finance Offi- 
cers’ Association are examples. The recommendations of existing 
organizations and arrangements might have a greater probabihty 
of receiving serious consideration if there were a Federal-State 
Fiscal Authority. 

There are certain specific recommendations of the Fiscal Rela- 
tions Report which would fall within the general framework of 
the proposed Federal-State Fiscal Authority already outlined. 
Among these are: (1) Promote high-quality governmental re- 
porting by all units of government. (2) Initiate a thorough 
study of the costs of taxpayer compliance and of administration. 
(3) Renew efforts to develop a uniform income-tax return for 
purposes of Federal and state taxes. Such efforts have been 
made before, but have proved unsuccessful. They imply will- 
ingness of states to accept the allocation of income either on the 
basis of residence or of source.^^ (4) Encourage additional col- 
laboration of state and local units of government with the Federal 
government relative to the further expansion of Federal aid. 
The operation of a Federal-State Fiscal Authority would provide 
a desired mechanism for cooperative collaboration rather than 
expansion through dictation from above, as is now likely to be 
the impression. (5) To direct specific, continuous attention to 
the problems of minimizing interstate barriers to trade. Here 
the Fiscal Authority could make effective use of studies already 
made^® and further stimxilate interest in a problem about which 
much was said and some things done in the years immediately 
preceding World War II. 

W. J. Shultz has held that only the latter method of income allocation would 
prove acceptable politically and administratively, but this has not yet been con- 
clusively determined, 

“ Sucm as Interstate Trade Barriers^ Council of State Governments, Chicago, UL, 
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Solving Problems of Interstate Fiscal Relations 

Relatively little progress has been made toward securing 
greater fiscal cooperation between the states. Each state must 
look largely to its own sources for tax revenue, and no state can 
force another state to abandon a tax unless that tax is unconsti- 
tutional (as would be a specific state tax on imports). One of 
the keys to solving some of the problems appears to lie in greater 
centralization of taxation with the Federal government and ex- 
pansion of Federal grants-in-aid to the states. 

The Council of State Governments is one of the organizations 
which have been attempting to reduce interstate trade barriers, 
secure greater uniformity in taxing, and improve in general the 
level of state cooperation in nonfiscal matters. The Council is 
only an advisory body, however. It can point out to the states 
the implications of policies which are being followed, but it 
cannot make policy itself. 

Even achievement of a large measure of state cooperation with 
the proposed Federal-State Fiscal Authority probably is not suf- 
ficient to solve many important problems of interstate and local 
relations. Any fundamental solution to the problems of inter- 
state tax barriers which result from special state taxes and re- 
strictions may require an amendment to the Federal Constitution 
which would specifically prohibit the use of state taxes and regu- 
lations as barriers to trade (specifying the major taxes and regula- 
tions winch would be regarded as barriers). In the absence of 
such an amendment, some steps can still be taken to minimize the 
complicated problem of interstate multiple taxation and regula- 
tion. 

Reciprocal arrangements between states. An immediate attack 
can be latmched to solve the problems posed by interstate taxa- 
tion of motor vehicles, businesses (such as insurance companies), 
and personal ancJ corporate income, through the working out of 
reciprocal agreements between states — agreements which would 
reduce the extent of multiple taxation. 

There is full reciprocity among the states in the acceptance of 
the hcense plates of passenger cars from other states, although 
(as of 1942) 13 states required passenger cars from other states 
to obtain visitors’ pennits. As of 1942, six adjoining states in the 
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far west had entered into liberal bilateral reciprocity agreements 
governing freedom from extra taxes on commercial vehicles from 
the states concerned. Michigan had worked out a reciprocal 
agreement with Indiana, Illinois, and Ohio. In addition to 
nation-wide uniformity in the regulation of sizes and loads se- 
cured by the Federal government during the war, the American 
Association of State Highway Officials had worked out and 
promoted a uniform regulatory statute which (as of 1942) had 
been accepted by 18 states. 

In the taxation of insurance companies, some state laws already 
include provisions which automatically call for reciprocity and 
for retaliation. Several of the personal-income-tax states allow 
individuals credit for income taxes paid in other states. In most 
of the personal-income-tax states, there is also provision for ex- 
change of secret information from income-tax returns. 

Additional arrangements which need to be made between states 
in the taxation and regulation of motor vehicles include: (1) .ex- 
tension of reciprocity in the treatment of commercial vehicles 
(principally trucks and busses), and (2) institution of interstate 
credits under which taxes paid in the first state ( of an individual 
changing residence during a given year) would be credited 
against taxes paid in another.^® 

It has already been indicated that for corporations doing busi- 
ness in more than one state, any given state is judicially required 
to make an allocation of the corporate tax base which will allo- 
cate to it no more than its reasonable share of the income of the 
corporation’s capital stock for purposes of taxation. What is rea- 
sonable may be determined by conferences between tax ad- 
ministrators and corporate managements, but geuera,lly some type 
of allocation formula is provided for use. The National Tax 
Association has repeatedly proposed that such allocation be de- 
termined by a fractional formula made up of tluree factors: pay- 
rolls, tangible property, and gross sales, each of which would be 
given equal weight in the final result ( the so-called “Massa- 
chusetts” formula) . Despite this proposal, there were 16 diverse 
formulas of income allocation being used in 1942. Among 

few states, such as Maryland, have a "title tax” in addition to a regular 
registration tax. Where transfer of residence to another state occurs from Mary^ 
land, the new state of residence could reasonably credit total taxes due with all 
taxes paid in Maryland. 
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these, the three-factor formula given above was most widely used, 
and it is proposed that this formula should be extended and made 
uniform for all the states. One suggested duty of the proposed 
Federal-State Fiscal Authority would be to facilitate uniformity 
in the use of state formulas. 

Deductibility of income taxes — ^particularly deductibility of 
state taxes for purposes of determining Federal taxable income 
— has proved a useful device for reducing multiple taxation. 
Probably the most constructive possibilities in the reduction of 
overlapping state income taxes are the further expansion of recip- 
rocal agreements among the states not to tax the income secured 
outside a given state, provided other states accord the same treat- 
ment to income received in those states, and the deduction of 
taxe? paid in State A from total tax liability incurred by a resident 
of State B to State B. Since income taxes are one of the taxes 
afiFecting consumer welfare least adversely in an otherwise re- 
gressive state-local tax structure, states should remaia in the in- 
come-tax field, while cooperating with the Federal government in 
the further refinement of Federal income taxes. Such develop- 
ments should be accompanied by continued expansion of Federal 
grants-in-aid. 

Minimize state protection of particular products. Without Fed- 
eral action to reduce or eliminate the freedom of the states to 
regulate and tax the use of liquor under powers granted by the 
21st Amendment, a limited -amount of action can be anticipated 
toward greater uniformity among the slates. It is true that such 
an agency as the Council of State Governments may provide 
current information on the effects of varied state taxing and 
regulatory practices, but the information provided through the 
Coimcil becomes available to a limited group of state oflBcials, not 
to consumers generally. 

Assuming the provision of current information on the taxa- 
tion of butter substitutes (mainly margarine), the prospects are 
brighter for greater rmiformity in state laws. For one thing, 
most people making purchases of consumer goods are purchasers 
of butter or butter substitutes. In the case of both butter sub- 
stitutes and of liquor, it is possible that rising consumer demand 
will result in market situations where private firms may consider 
it economically unprofitable to seek' continuance of existing pro- 
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tective taxes against butter substitutes and liquor consumption. 
Pressmre for the reduction of punitive taxation on these products 
will likely occur much later in the case of liquor products than 
in the case of butter substitutes, however. 

Provision of information to the states. Although it is not dif- 
ficult to say that there should be expanded cooperation between 
the states in handling fiscal problems, it is diflBcult to point out 
how such cooperation can be brought about. Perhaps expansion 
of work like that accomplished by the Council of State Govern- 
ments is the most practicable way for key state oflRcials to see 
the potential benefits of extended reciprocal agreements. 
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Fuller Explanation of Table I 

The first series for government expenditures in the table is for 
fiscal years, ending June 30 in each year. National income data 
prior to 1919 are for fiscal years, while data for 1919 and subse- 
quent years refer to calendar years. The series for national product 
(adjusted) and government expenditures (adjusted) are for calendar 
years. The adjustments in these two series are the addition of '^trans- 
fer payments’’ to the series published in the Survey of Current Business. 

Current dollars were converted into 1939 dollars by use of an index 
of changes in the cost of living used by the National Industrial Confer- 
ence Board. (See. its Economic Almanac, 1944-1945,) From 1940 
on, however, the wartime index used in the income-product reports of 
the Survey was employed. See the Survey, April, 1944. An adjust- 
ment made in both series on government expenditures was to exclude 
expenditures for debt retirement. Expenditures for 1943 and subse- 
quent years include “net social security costs,” that is, gross payments 
by social security trust funds less interest paid by the government to 
these funds. 

Changing ratios of public expenditures to national income are only 
of limited usefulness. For widely separated years, such as 1890, 1913, 
1929, and 1940, however, the persistent increase in the ratio of public 
expenditures to national income may be accepted as indicating that 
the relative importance of the public economy has been growing. This 
is particularly true after 1913. 

The main reason for introducing an additional series on income- 
product with which to compare government expenditures is that 
national product is a more inclusive concept than national income, 
and is a more adequate indication of our total economic effort. See 
Survey, March, 194^ To put both product and expenditure figures on 
a comparable basis is impossible for reasons, explained in the Survey, 
April, 1943, “The Relation Between Government Expenditures and the 
Gross Flow of Commodities and Services.” Reasonable comparability, 
however, is obtained by adding current estimates for the value of 
income simply transferred among the people, though hot considered 
to be a part of national product or of government expenditures for 

515 



APPENDIX 


516 

goods and services, to estimates in the Survey on “government expendi- 
tures for goods and services” and to “national product.” (Examples 
are social security payments, pensions, and direct relief. ) These sums 
have been added back in estimates of adjusted national product and 
of adjusted government expenditures, for the series beginning in 1929. 

In addition to sources not already mentioned, the writers have re- 
ceived help from Marvin Hoffenberg, “Estimates of National Output, 
Distributed Income, Consumer Spending, Saving and Capital Forma- 
tion,” Review of Economic Statistics, May, 1943, and from several 
other issues of The Survey of Current Business. 
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Derivation of Figures Used in Table 2 

The bulk of these figures was obtained from Financing Federal, 
State and Local Governments, 1941, Department of Commerce, 
Bureau of the Census, 1942. A good summary is given on page 52. 
All figures given below are in millions of dollars. 

1. Protection, $7,462 

This includes military forces, police, fixe, inspection, and pay- 
ments of military pensions. 

2. Public Assistance and Welfare, $5,677 

This includes work relief, general relief, other public assistance, 
institutional expense, costs of benefits and administration under 
old-age and unemployment insurance, expenditures for health, 
hospitals, sanitation, and recreation, payments of pensions and 
of workmen’s compensation. The net additions to social secu- 
rity reserves were excluded, contrary to the Census series. 
Pension payments rather than contributions to pension funds 
were included, contrary to Census practice also. Federal civil 
pensions were given in the Combined Statement of Receipts 
and Expenditures, 1941, page 668. Payments under state and 
local retirement systems, and under workmens compensation 
systems were obtained from a study by the Federal Security 
Agency, Social Security Board for 1941, called Payments under 
Selected Social Insurance and Retirement Programs. 

3. Cost Payments of Government Enterprises and Corporations, 
$4,100 

This figure was obtained from Financing Federal, State, and 
Local Governments, 1941, Department of Commerce, Bureau of 
the Census, 1942, page 84. It includes only net contributions 
to pubHc service enterprises in the case of territories ($15.4), 
for lack of more complete information. 

4. Education^ $2,636 

This includes $2,579 for public schools and $57 for libraries, 

5. Transportation, $2,023 

This includes $1,693 for highways and $330 for waterways and 
other public transportation. 
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6. Interest on Public Debt, $1,610 

This is the closest approximation to cash interest which it was 
possible to derive. Federal cash interest of $896 for fiscal 1941 
was derived from the Treasury Bulletin for August, 1941. State 
and local interest of $512 is an average of $514 for calendar 
1940 and $511 for calendar 1941, as given by Commerce De- 
partment releases. To these amounts has been added $202 of 
enteiprise interest, the difference between interest of $1,885 on 
public debt, including enterprise debt, as given on page 74 of 
the Census study, and of $1,683, as given in the summary ex- 
cluding entei'prises on page 52. 

7. Natural Resources, $1,442 

This includes $1,188 for agriculture and $254 for forests, rec- 
lamation, and other resource projects. 

8. General Administrative, Legislative and Judicial, $1,236 

See Financing Federal, State, and Local Governments, 1941, 
Department of Commerce, Bureau of the Census, 1942, page 
52. 

9. Miscellaneous and Unspecified Aid, $423 

See Financing Federal, State, and Local Governments, 1941, 
Department of Commerce, Bureau of the Census, 1942, page 
52. Includes ""unspecified aid'^ of $203 to local governments 
not allocable by functions. 

10. Debt Retirement, $1,843 

For the Federal government, this is made up of $65 under es- 
tablished budgetary procedures plus $750 of debt retirement by 
enterprises and public corporations, exclusive of amounts re- 
paid to the Treasury, For state and local governments, there is 
included $964 on regular government account, plus $164 on 
account of public enterprises., No data are available on terri- 
torial enterprise. 
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Federal Income-Tax Rate Schedule, 1914 and 1946 


1. Normal Tax 

1. In 1914, this was a tax of 1 %, levied on taxable net income, 
after deduction of corporate dividends received from taxable 
net income. 

2. In 1946, this was a tax of 3%, levied on taxable net income. 

11. Surtax 


Net Income Subject to Surtax Rate Per Cent 


Exceeding 

Equaling 

1914 

1946 

$ 0 

$ 2,000 

0 

17% 

2,000 

4,000 

4,000 

0 

19 

6,000 

0 

23 

6,000 

8,000 

0 

■ 27 

8,000 

10,000 

0 

31 

10,000 

12,000 

0 

35 

12,000 

14,000 

0 

40 

14,000 

16,000 

0 

44 

16,000 

18,000 

0 

47 

18,000 

20,000 

0 

50 

20,000 

22,000 

1% 

53 

22,000 

26,000 

1 ' 

56 

26,000 

32,000 

1 

59 

32,000 

38,000 

1 

62 

38,000 

44,000 

1 

66 

44,000 

50,000 

1 

69 

50,000 

60,000 

2 

72 

60,000 

70,000 

2 

75 

70,000 

80,000 

2.5 

78 

80,000 

90,000 

3 

81 

90,000 

100,000 

3 

‘84 

100,000 

150,000 

4 

86 

150,000 

200,000 

4 

87 

200,000' 

up 

4% increas- 
ing to 6% 

88 


III. Tax on basis of normal tax and surtax in 1946 was subject to a 
reduction of 5 per cent. 
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Percentage of Net Income Taken by Federal Income Taxes, 
Selected Years, 1914-1946" 


Calendar Income Before Personal Exemption 


Year 

$2,500 

$5,000 

$25,000 

$100,000 

1914 

— 

0.2% 

1.0% 

3.6% 

1916 

— 

0.4 

1.9 

3.9 

1917 

0.4% 

1.2 

13.0 

23.4 

1918 

1.2 

3.6 

14.9 

35.0 

1920 

0.8 

1.6 

11.5 

31.2 

1924 

— 

0.8 

6.1 

22.5 

1929 

— 

0.1 

3.4 

14.8 

1932 

— 

2.0 

9.8 

30.0 

1935 

— 

1.6 ’ 

10.0 

31.8 

1940 

0.5 

2.2 

15.4 

43.5 

1942 

9.3 

14.9 

36.9 

63.2 

1945 

14.4 

19.5 

45.9 

69.4 

1946 

11.4 

15.9 i 

36.3 

63.1 


" Data are for a married couple, without dependents, filing a joint return. 
All income is assumed to come from personal compensation. 
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Summary of Federal and Net Income Taxes (1946) 

1. Normal Tax on Corporations in General 


Normal Tax Net Income Rate of Tax Which Is Applicable 

Up to $5,000 15% 

$5,000 to $20,000 $750 plus 17% of amount over $5,000 

$20,000 to $25,000 $3,300 plus 19% of amount over $20', 000 

$25,000 to $50,000 $4,250 plus 31% of amount over $25,000 

Over $50,000 ^% of entire normal tax net income 

% 

11. Surtax on Corporations in General 

Surtax Net Income Rate of Tax Which is Applicable 

Up to $25,000 6% 

Over $25,000 but not over $50, 000. $1,500 plus 22% of amount over $25,000 
Over $50,000 14% of entire surtax net income 


III. Special Corporation Surtaxes (one, but not both of the follow- 

ing additional taxes may be imposed) 

A. Corporations Improperly Accumulating Surplus 

1. Such a corporation is defined as one which was formed or 
has been used for the purpose of preventing the imposition 
of surtax upon its shareholders, or upon the shareholders 
of any corporation. 

2. On undistributed net income for a corporation so desig- 
nated, an added tax is imposed of 27^ per cent of the 
amount not in excess of $100,000 plus 38f per cent of the 

* amount in excess of $100,000. 

B. Personal Holding Companies 

1. Such companies are defined as those where at least . 80 per 
cent of gross income is from investment sources and 
where at least 50 per cent of outstanding stock is owned 
directly or indirectly by or for not over 5 individuals. 

2. On xmdistributed net income of such a corporation, an 
added tax is imposed of 75 per cent of amount not above 
$2,000 plus 85 per cent which is above $2,000. 

IV. The following types of corporations receive special treatment: 

A. Insurance Companies: Most such companies are subject to 

the same tax rates as ordinary business corporations, but 
521 
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income is defined .somewhat differently, being confined pri- 
marily to investment income. 

B. Regulated Investment Companies: Such companies are sub- 
ject to a normal tax of 24 per cent and a surtax of 14 per cent. 
They are also subject to a tax of 25 per cent on any excess of 
net long-term capital gain over the sum of net short-term 
capital loss and the amount of capital gain dividends paid 
during the year. 

C. Foreign Corporations: Such corporations are not subject to 
normal tax, and nonresident foreign corporations are not sub- 
ject to surtax. 

D. Western Hemisphere Trade Corporations: Such corporations 
are not subject to surtax. 

E. Exempt Corporations: Such corporations are not subject to 
corporation income tax. Among these are farmers' coopera- 
tive marketing and shipping associatigns, if they comply with 
specific requirements to prove that they operate primarily 
for the interests of members and patrons. 
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A 

Acceleration factors, 73 
Ability-to-pay theory, taxation, 191-192 
Adequacy, tax, 190 

Administrative discretion area, auto- 
matic features reducing, 117-118 
Age distribution of capital, distortion in, 
72-74 

Agricultural Adjustment Administration, 
176 

Agriculture, aids to, 176 
Alcoholic beverages, taxes on, 39, 195 
Allocation, resource {see Resource al- 
location ) 

Aluminum Company of America, 147 
Anticipatory action, 115-117 
Antimonopoly policy, tax system and, 
196 

Assessment of property, 404 
forests, minerals, otlier natural re- 
sources, 433-434 
inflexibihty in, 409-410- 
inventories, 434-435 
land classification, 434 
railroads and public utilities, 432-433 
special types of properties, 431-435 
underassessment, 408-409 
Assets: 

capital {see Capital assets) 
liquidity of, 60 
Avoidance of taxation: 

by use of personal holding company, 
269-270 

by use of trust fund, 269-270 
death and gift taxes, 363-365 
personal income taxes, 269-270 

B 

Balanced budget: 

fiscal action within, 93-96 
^government hiring of unemployed, 95- 
96 

government redistribution, 95-96 
Banking: 
policy, 84-85 

system, public debt and, 44-45 
Bankruptcy, government, 445, 451 
Banks, government borrowing from, 
126, 446-448 


Banks for Cooperatives, 392 
Bequests taxes, 251, 260 
Bonuses, 290 
veterans', 19 

Borrowing, public, 440-456 
and private borrowing, 442-446 
as fiscal device, appraisal of, 453-456 
from banks, 126, 446-448 
from nonbanking sources, 448-449 
government, 440-454 
interagency, 449-450 
state and local, 454-455 
legal limitations on, 455-456 
Boulding, K. E., 77 
Budget: 

bmanced {see Balanced budget) 
deficits and surpluses, 96 
Federal, 64 
for future, 26 

last quarter of 1945 {table), 62 
special Federal debt, 467 
Budgetary and extra-budgetary powers; 
coordination of, 90-91 
separation of, 90-91 
Business: 
cycles, 71 
expenses, 257 

losses, more liberal treatment of, 329- 
330 

private, 76 
taxes, 36-37, 300-335 
capital-gains taxes in lieu of, 316- 
317 

continuance of, reasons for, 304- 
309 

defined, 300-301 
Federal, 300-333 

integration of personal and, 315- 
322 

local, 301, 304 
major problems of, 322-334 
net-income tax and other types, 
823-326 

reducing reliance on, 312-315 
state, 301-303, 333-334 
undesirability of^ 309-312 
Butters, J. Keith, 309 
Buying prices, reductions in, and taxa- 
tion, 222-224 ; 
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C 

Capital: 

age distribution of, distortions in, 72- 
74 

over accumulation of, 74-76 
Capital account, transactions on, 60-61 
Capital assets: 
classes of, 281 
table, 280-281 
treating, methods of, 286 
Capital gains: 

and losses, 275-286 

delimiting sphere of, 279, 280 
reporting, provisions for {table), 
282-284 

treating, methods of, 281, 284-286 
taxation of, in lieu of business taxes, 
316-317 

Capitalization, tax, 233-235 
Ceiling, low, rates, 277 
Certaint)'. 205-206 
Chrysler Corporation, 9 
Circulation, velocity of, 58 
City governments, 6 
Civil War, money-issuing power during, 
11 ' 

Closed economic system, 56 
Collection: 

of revenues, 45 
of taxes, commodity, 347 
Commodities: 

market, operations in, 85-89 
trading in, 130 

Commodity Credit Corporation, 30, 393 
Commodity reserve proposal, 88-89 
Commodity sales and purchases: 
advantages of, 86 
disadvantages of, 86-88 
Commodity taxes, 336-349 

consumer welfare, effects on, 343-345 
effects on resource allocation, 339-341 
expenditures for goods and services, 
342-343 

history of, 336-337 
incidence of, 337-339 
local, 337 

removing, problems in, 347-348 
some, easy to collect, 347 
state, 337, 339 
sumptuary taxes, 345-347 
Community-property tax states, 254, 255 
Competition, 145-147 
impeifech 217-220 
perfect, 217 
' i‘f3^h>ring,^ 147-149 

.underassessment, 410 
^pt3%Q^on^ J78 


Consumer, 214 

backward shifting by, 224-225 
preferences, long-run changes in, 71 
welfare: 

commodity taxes, 343-345 
excise taxes, 226 
Consumption: 
increased, 75 
taxes, 38-39, 336 
to discourage, 195 
Convenience, 205-207 
Coordination ( see also Intergovern- 
mental fiscal relations): 
of budgetary and extra-budgetary 
policies, 90-91 

of Federal and state income taxes, 
291-292 

Corporate-personal tax integration, 321- 
322 . 

Corporations, 9 

government, rise of, 30-31 
earnings of, reinvestment of, 269 
income of, prorata personal taxation 
of, 316 

profits, undistributed, problem of, 
312-315 
taxes: 

and corporate expansion, 309 
and personal taxes, integration of, 
291, 315-322 

business tax applying only to, 326 
327 

income, 236-237 
net income, 198 

taxing, only on uninvested profits, 321 
using, as withholding agents for per- 
sonal taxes, 317-319 

Costs: 

of collecting taxes, 201-203 
of highways, defining, 376-377 
of tax adininistration, 200-201 
Curxent-coUection, personal income 
taxes, 262-269 

Customs duties, 43, 336, 337 
D 

Death taxation, 181-182 
and gift taxation, 350-371 
annual burden of, 355-356 
avoidance of, 363-365 
deficiencies in, 361-363 
development of, in U. S., 351-355 
Federi 351-353 
fiscal importance of, 351 
incidence of, 355 
multiple, interstate, problems of, 
365-368 

. state, 353-355, 365 
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Death taxation ( Cont . ) : 
increase in, 40-41 
issues in, 356-361 
problems of, 368-389 
DeBeers Company, 147 
Debt management, 457-469 
alternative procedures, 465-467 
special budget, 467 
Federal, 457-469 

maturity distribution and kinds of 
holders, 460-464 

monetary-fiscal coordination in, 467- 
468 

objectives of, 459-460 
state and local, 469 
Deductibility, tax, as coordination de- 
vice, 485-486, 502-503 
Deductions: 

for depreciation and/or depletion, 
257 

optional standard, 262 
personal income tax, 253-256, 258, 
260-261, 293-294 

Defense Plants Corporation, 30, 391 
Deficits: 

and public debt, 125-126 
budget, fiscal action with, 96 
Deflationary movements, 85, 103 
Demand: 
deposits, 84 

prices, relative, 142-143 
Depletion: 

business taxes, 330, 331-332 
deductions for, 257 
Depreciation; 
business taxes, 330-331 
deductions for, 257, 261 
Depression, 4, 119 

and banking policy, 84-85 
and homestead tax exemptions, 430 
and taxes, 39 

governmental expenditure and, 24, 33 
Distribution: 
justice in, 179 

of income (see Income: distribution) 
Duties, import, 230, 231 

E 

Eamed-ineome tax, 436 
Economic stability, nonmonetary fac- 
tors influencing, 70-79 
Economic policy:' 

and economic efficiency, 13-14 
defined, 13 
objectives of, 11-15- 
consistency of, 15-17 


Education, 28 

loc^, state fiscal aid to, 478-479 
public, 173, 175476 
Educational training, 142 
Effective tax rates, 277 
Efficiency, economic, and economic pol- 
icy, 13-14 
Employment: 

fufl ( see Full employment) 
how fiscal policy can affect, 127-128 
markets and, 53-54 
policy, relations to income distribu- 
tion and resource allocation, 128- 
129 

taxes, 197 

Enterprise revenue, 393-394 
Equity, in distribution of income, 15, 16 
Estates, taxes on, 40-41 
Federal, net burden of (table), 357 
Excess-profits taxes, 239, 324-326 
Excise taxes, 190 

effect of, on consumer welfare 
(graph), 226 

Federal, rates and yields of (table), 
338 

shifting and incidence of, 230-231 
Exemptions, 251-256 
personal income tax, 293-294 
properly tax, 429-431 
Expenditures: 

for goods and services, commodity 
taxes and, 342-343 
for social programs, 19 
government (see Government: ex- 
penditures) 

of public economy, 61-65 
to alter income, 182-183 
Expenses, business, 257 
Experience rating. Social Security, 385- 
386 

Extra-budgetary policies, 80-91 
Extra-budgetary procedures, 129-130 

F 

Farm Credit Administration, 391, 392 
Farmers: 

government credit for, 392 
income taxes of, 264-265, 293 
Farm Security Administration, 176 
Federal budget, ^term, 64 
Federal debt: 

holders, kinds of, maturity distribu- 
tion and, 460-464 
attempts to reduce, 465 
conversion into consols and money, 
465-466 
coordination oft 
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Federal debt ( Cont. ) : 

treatment like other expenditures, 
466-467 

Federal Deposit Insurance Corporation, 
391, 393 

Federal Farm Mortgage Corporation, 
30, 392 

Federal government, duties of, 6 
Federal Housing Administration, 393 
Federal income tax: 

and net income tax, summary of, 521- 
522 

and state income tax, coordination of, 
291-292 

methods of evading or avoiding, 269- 
270 

percentage of net income taken by, 
1914-1946 (table), 520 
rate schedule, 1914 and 1946 (table), 
519 

recent simplification in, 199-200 
Federal Income Tax Collection Sys- 
tem, summarized, 265-269 
Federal Land Banks, 392 
Federal Reserve Banks, 44, 80, 92, 460 
Federal Reserve System, 80-81, 84, 91 
Federal-state: 

fiscal authority, proposed, 504-506 
fiscal relations, 479-488 
Federal taxation: 
business, 300-333 
death and gift, 351-353 
property taxes, 401 
state credits against, 482 
Fiduciaries, taxes on net income of, 

' 242-299 

Firm, 212-213 

taxes collected from, 216-221 . 
graphs, 218, 219, 220 
Fiscal: 

activities, 66 
timing, 115-118 
compartmentalization, 45 
policies: 

alternative, and full employment, 
92-113 . 

and economic inequality, 161-184 
and unemployment, 127-133 
basic assumptions of, 70-71 
flexibility of, 131-132 
operations, and interest rates, 83-84 
year, defined, 6 
Fixed assets, 278 
Forecasting, 115-117 
Foreign loans, 444 
Forests, assessments of, 433-434 
I^ill employment: 

alternative fiscal policies and, 92-113 


Full employment (Cont.): 

government expenditure and, 155- 
158 

nature of, 120-122 
tax system and, 189-191 
Full production, 14-15 
Funds : 

collection of, 45-47 
expenditure of, 63-64 
sources of, 62-63 

G 

Gains and losses, capital, 275-286 (see 
also Capital gains: and losses) 
Gift taxation, 181-182, 251, 260 
death and, 350-371 (see also Death 
taxation: and gift taxation) 

Gold standard, unrestricted, 85 
Goods: 

and services, taxes on, 39-40 
expenditures for, commodity taxes 
and, 342-343 
starvation, 72 
Government: 
activities, 4 
and markets, 59-66 
bankruptcy, 445, 451 
budget, term, 64 

debt (see Federal debt; Public debt) 
economic operations of, 10 
enterprises, 391-394 
expenditures : 

and full employment, 155-158 
changes in, impacts of, 228-230 
expansionary effects of, 66-69 
future, estimate of, 25, 26 
in 1940, 137 

in relation to national income and 
product, 5 

regulation of, 149-150 
role of, 137-160 
to alter incomes, 182-183 
growth of, 3-4 

production, better than private, in 
some areas, 140-142 
revenues (table), 400 
Governmental units, 6-7 

classification of expenditures, by pur- 
poses, 8 

differentiated from private units, 10- 
11 

relative importance of, 7-10 
Grants: 

of income, negative taxes as. 111 
to individuals, 104-106 
Grants-in-aid: 

Federal, to states and local govern- 
ment, 483-485 
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Grants-in-aid (Cont): 

future expansion of, 496-500 
state, to local governments, 476-479 
Great Britain, taxes in, 245, 246, 250, 
273, 274, 293, 317, 465 
Gross income, 257 
adjusted, 257, 258, 260 
Gross tax base, 257 
Groves, Harold M., 251, 254, 274, 275 

H 

Haig, Robert Murray, 203-205, 249 
Hansen, Alvin H., 156, 157-158, 194- 
195, 198, 301-302 
Health programs, 19 
Hicks, J. R., 77 
Highways, 28 
costs of: 

allocating, 377-381 
defining, 376-377 
use mediod, 377-380 
revenues, 373-382 
diverting, to other uses, 381-382 
state, grants-in-aid for, 374-375 
Home Owners* Loan Corporation, 30, 
393 

Homes, owner-occupied, rental value of, 
293 

Homestead tax exemptions, 429-430 
Housing program, 173, 175 

I 

Import duties, 43, 231 
Improvements, government expendi- 
tures for, 229 

Imported income, taxation on, 292-293 
Incentives, and personal income tax, 
243 

Incidence, tax shifting and {see Tax 
shifting and incidence) 

Income: 

account, transactions on, 60-61, 63 
adjusted gross, 257, 258 
corporate, 198, 236-237 
defining, for tax purposes, 246-251 
table, 252 
distribution: 

commodity taxes, effects on, 341- 
342 

effects of public economy on, 19-20 
equity in, 15 

redistribution, by government, 95- 
96 

related to employment policy and 
resource allocation, 128-129 
grants of, to individuals, 104-106 


Income (Cont.): 
gross, 257, 258 

imputed, taxation on, 292-293 
irregular, reducing discrimination 
against, 273-286 
money, and real, 58-59 
net-accretion concept of, 249-251 
net taxable, arriving at, 256-262 
not reported, 253 
personal ( see Personal income ) 
real, money and, 58-59 
recurrent, consumable receipts con- 
cept of, 248-249 
service-flow concept of, 247 
size of, altering, 168 
tax, 35-36 

corporation, 236-237 
Federal {see Federal income tax) 
personal {see Personal income tax) 
progressive, 243 
state, 245-246 
very small, taxes on, 294 
Individual Income Tax Act of 1944, 
258, 263 

Inequality, economic: 
fiscal policy and, 161-184 
no measure of, 161 
Inflation, 85, 103 

monopoly elements and, 78-79 « 

nature of, 122 
Inheritance not income, 192 
Insurance: 

companies, interstate taxation of, 490 
old-age, 30 

Interagency borrowing, 449-450 
Intercorporate dividends, taxation of, 
332-333 

Interest rates, fiscal operations and, 83- 
84 

Intergovernmental fiscal relations, 23, 
45-47, 473-491 

aids: 

development of, 473 
objectives of, 473-474 
Federal-state, 479-488 
authority, proposed, 504-506 
improving, 492-511 
grants-in-aid, 495-500 
joint administration, 503-504 
separation of revenue sources, 493 
supplementary tax, rates, 501-502 
tax credits, 500-501 • 
tax deductibility, 502-503 
tax-sharing, 493-495 
interlocal, 491 
interstate, 488-491 
state-local, 474-479 

Interstate Commerce Commission, 149 
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Interstate fiscal relations, 488-491 
federal-state fiscal authority, pro- 
posed, 504-506 
solving problems of, 507-510 
Interstate taxation, death and gift taxes, 
365-368 

Interstate trade barriers, taxpayer costs 
and, 204-205 

Inventories, assessment of, 434-435 
Investment, public, 75 
Irregular income, reducing discrimina- 
tion against, 273-286 

j 

Joint administration, 503-504 
Justice in distribution, 179-180 

K 

Kaldor, N., 355-356 
Keynes, J. M., 77 

L 

Labor, drafting of, 15 
Land, classification of, to assess, 434 
Lange, Oscar, 77 
Leland, Simeon E., 421-423 
Lerner, Abba P,, 310 
Level of economic activities, govern- 
mental activities and, 20-21 
License taxes, 237-238 
Lintner, John, 309 
Liquidity of an asset, 60 
Loans, foreign, 444 

Local expenditures, changes in, 32-34 
Local governments, 6 

and tax structure, 188-189 
Federal grants-in-aid to, 483-485 
Local taxes: 
business, 301, 304 
commodity, 337 
property, 398-399 
Losses: 

business, more liberal treatment of, 
329-330 

gains and, capital, 275-286 {see also 
Capital gains: and losses) 

M 

Markets: 

and employment, 53-54 
and spending power, 54-59 
government and, 59-66 
' influencing: 

' and .unemployment; 131 
' vi^ays, of, 64-65 

e^a^g^ptioxi, subaidation of, 157 


Maximization of total product, deter- 
mining, 138-140 

Maximum production, criterion for, in 
private economy, 144-147 
Military conscription, 15 
Minerals, assessment of, 433-434 
Minnesota system of property taxation, 
421-422 
Monetary: 
activities, 66 

framework, public economy, 53-69 
policy, alone not sufficient, 89 
Monetary-fiscal: 

action, guides to, 118-120 
coordination, in debt management, 
467-468 
policy, 65-66 
rules, 120-125 
techniques, 122-125 
Money: 

expenditure, constant total, per unit 
of time, 215 

income, and real income, 58-59 
source of, 125-126 
supply, variations in, 58 
Monopoly: 

effiect of, on resource allocation, 145- 
146 

Monopoly, 76-79 
elements, 76-79 
and inflation, 78-79 
profits, tax on, 150-151 
Motor vehicles: 

interstate taxation and regulation of, 
489-490 
taxation, 38 

Mimicipal taxes, property, 401 
N 

National government, best able to frame 
tax structure, 188-189 
Natural resources, assessment of, 433- 
434 

Negative taxation, 109-111 
Net income: 

definition of, for taxation, 329-330 
tax, better than other business taxes, 
323-326 
New York City: 
expenditures by, 1942, 9 
sales taxes in, 337, 436 
Non-income items, 257, 259-261 
Non-money income, taxation on, 292- 
293 , 

Nonf^ revei^ues, 394*^396 

Normal tax, 244 

Nutrition programs, 19 ' 
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o 

Obsolescence: 
business taxes, 330-332 
deductions for, 261 
Old-age insurance, 30, 384-385 
Open-market operations in securities, 
81-84 

fiscal operations and interest rates, 83- 
84 

limitations of, 81-83 
Overaccumulation of capital, 74-76 
Overlapping taxation, 197 

of business enterprises, 488-489 , 
Overpayment ot lax, 262 
Owner, resource, 213 
Ownership, resource, changing pattern 
of, 166-167 

P 

Payroll taxes, 38, 39, 238-239 
Pensions, 19 
veterans’, 173 

Perloff, Harvey S., 194-195, 198, 301- 
302 

Personal holding company, use of, to 
avoid taxation, 269-270 
Personal income: 

amounts that escape taxation, 251-256 
special problems, 254-256 
defined, 161 
distribution: 

factors determining, 164-165 
how government has altered, 168- 
176 

how government may alter, 165-168 
how to alter, 180-183 
interest on debt, 171-173 
in U. S., 162, 163-164 
methods, 177-180 
inequality of, how much, 177 
most desirable, 162 
productivity and, 178 
sources of, 165 
tax, 235-236, 242-299 

and corporate taxes, integration of, 
291, 315-322 

avoiding or evading, methods of, 
269-270 

collection at source, 257 
collection system, summarized, 
265-269 

current-collection system, 262-269 
deductions, 253-256, 293-294 
determining liability, 256-260 
exemptions, 293-294 
Federal, determining liability, 256- 
262 ^ 


Personal income ( Conf . ) : 
collection at source ( Cont , ) .* 
history of, 244-246 
importance of, 242-243 
interstate problems, 490-491 
married couple, no dependents, 
U. S. and Britain, 246 
progressive, 35-36 
simplification in, 199-200 
state, 270-272 
Personal taxation: 
prorata, of corporate income, 316 
using corporatinns as withliolding 
agoiiN ior, olT-olO 
Philadelphia, income taxes in, 246 
Plehn, Carl, 248 
Population, increase in, 26 
Price: 

buying, reductions in, and taxation, 
222-224 

demand, relative, 142-143 
increases, 120 
index, 119 

interference with, 167 
level, increase in, 26 
reductions, 77 

resource, changing pattern of, 16T- 
168 

selling, increases in, and taxation, 
216-221 

Private borrowing, and public borrow- 
ing, 442-446 
Private businesses, 76 
Private consumption, increasing, 156 
Private economic units, government 
units differentiated from, 10-11 
Private economy: 

and public economy, 138-139 
criterion for maximum production in, 
144-147 

tax system and production pattern in, 
194-196 

Private investment, competition with 
public investment, 102 
Private production, 153-155 

and government production, 140-142 
eflBcient: 

and competition, 148-149 
and regulation, 149-150 
and subsidation, 150-151 
full: 

and employment, 14-15 
defined, 14 
level of, 3 

maximum, criterion for, in private 
economy, 144-147 
private, 153-155 
reduced, alternative to, 75 
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Productivity, and income, 178 
Products, particular,' state protection of, 
509-510 

Profits: 

monopoly, tax on, 150-151 
uninvested, taxing corporations only 
on, 321 

Progress, economic, 15 
Progressive taxation, 20, 193 
income, 243 
personal-income, 35-36 
rates, for business-income tax, 327- 
328 

Property tax, 40, 197 
administration of: 

deficiencies in, 417-418 
improved, 423-426 

assessment {nee Assessment of prop- 
erty) 

benefits received and ability to pay, 
415-416 

capitalization, 414-415 
centered on real estate, 426-427 
classification of property, 420-423 
deficiencies in, 412-418 
reasons for, 416-418 
evasion, 414 

exemptions, 412-414, 429-431 
future of, 437-438 
general: 

nature of, 402 
recasting, 435-437 
good, elements of, 427-429 
improving, 420-439 
inequalities and inequities, 407-412 
operation of, 398-407 
process, 403-406 
assessment, 404 

determining levy and rates, 404- 
406 

payment of, 406 
retention of, reasons for, 418 
shifting and incidence, 232-233 
special problems of, 429-435 
tax-rate and debt-rate limitations, 
431 

unpopularity of, 435 
Prorata personal taxation, corporate in- 
come, 316 
Protection, 28 

expenditures for, 33 
Public assistance, 28, 173, 174-175 
state differences in, 387 
Public borrowing {see Borrowing, pub- 
lic) 

Public construction, expansion of, 31-32 
Public debt, 23, 457 
,.and banking system, 44-45 


Public debt (Cont.): 

changes in role of, 23, 43-45 
deficits and, 125-126 
economic effects of, 450-453 
growth of, 43-44 

increase of, situations accounting for, 
441-442 

interest on, 171-173 

and income distribution, 171-173 
local, 469 

management (see Debt management) 
act, 1916-1946 (table), 458 
repayment of, 103-104 
state, 469 
Public economy: 

and private economy, 138-139 
and social policy, 11-13 
defined, 4 
nature of, 3-22 
Public enterprises, 28 
Public expenditures: 
after 1930, 28-34 
alterations in scale of, 123 
before 1930, 27-28 
flexible and inflexible, 97 
growth of, 23-34 
reasons for, 25-27 
program, outline of, 156-157 
varying, as fiscal technique, 97-107 
Public housing programs, 19 
Public investment: 

abrupt changes and, 101-102 
and resource allocation, 99-101 
competition with private investment, 
102 

flexibility of, 102 
tentative appraisal, 102-103 
varying, as tool of fiscal policy, 98- 
106 

Public utilities: 

assessment of, 432-433 
control of, 150 
Public welfare, 28 
Public works: 

expansion of, 123-125 
projects, 101-102 , 

R 

Railroads, assessment of, 432 - 
Rate-making, 149-150 
Rates, tax: 

on personal income, 295-296 
supplementary, as coordination de- 
vice, 487 

Real estate, taxes on, 401 

Real income, money income and, 58-59 

Realization test, 275 
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Receipts: 

government, expansionary effects of, 
66-69 

of public economy, 61-65 
Reconstruction Finance Corporation, 
30, 391, 393 

Reinvestment of corporate earnings, 
269 

Relief, 175 
payments, 19 
unemployment, 29 
Resources: 
allocation of: 
and tax system, 193-208 
commodity taxes, effects on, 339- 
341 

monopoly, effect on, 145-146 
public economy, effect on, 17-19 
public investment and, 99-101 
related to income distribution and 
employment policy, 128-129 
disposal, freedom in, lo 
government expenditure for, un- 
changed, 215 
misallocation of, 16 
owner of, 213 
taxes on, 216 

ownership, changing pattern of, 166- 
167 

prices, changing pattern of, 167-168 
Resource-using expenditures, 137 
Revenue Act of 1934, 279, 280, 285 
Revenue Act of 1942, 263 
Revenue Act of 1945, 301 
Revenue Acts, 279-280 
Revenues: 
enterprise, 393-394 
government (table), 400 
nontax, 394-396 
sources of, separation of, 493 
special-benefit, 372-397 
Rewards to individuals in Soviet Rus- 
sia, 178 

Road systems, highway revenues and, 
380-381 

Rubber Development Corporation, 30 
Rule-making, 4 
Russia, Soviet, 178 

S 

Sales taxes, 40, 190, 192, 337, 436 
general, shifting and incidence, 231- 
232 
Securities: 

government, taxability of, 259-260 
open-market operations in, 81-84 


Securities (Cont.)i 
tax-exempt, 286-291 
trading in, 130 
Seligman, E. R. A., 501 
Selling prices, increases in, and taxa- 
tion, 216-221 
Services, 142-143 

expenditures for commodity taxes 
and, 342-343 

financing, change in, 45-46 
goods and, taxes, 39-40 
Severance taxes, 433 
Sherman Act, 147 

Shifting and incidence, tax (see Tax 
shifting and incidence ) 

Short-cut tax process, 258, 262 
Shultz, W. J , 501 
Silverberz, Joseph, 411 
Simons, Henry C., 290, 316-317 
Simpson, Herbert P., 430 
Smith, Adam, 205 

Social benefits, relative, demand prices 
not index of, 142-143 
Social costs, relative, not accurate index 
of relative supply prices, 143 
Socialism, 16 

Socialization, role of, 151-153 
Social policy, public economy and, Il- 
ls 

Social Security, 29-30, 173, 174-175 
collections and payments (table), 
389 

experience rating, 385-386 
financing, 389-391 
payroll deductions, 38 
provisions, changes in, 384-387 
reserve funds, size and use of, 388- 
389 

-state differences, 385, 387 
taxes, 382-391 

incidence and effects of, 387-388 
Social Security Act, 29, 197, 382 
Society, more complex, and expenditure, 
26-27 

Soviet Russia, 178 
Special-benefit revenues, 372-397 
highway, 373-382 
government enterprises, 391-394 
Social Security, 382-391 
taxation, 37-39 
Spending power: 

determinants of, 55-57 
markets and, 54-59 
willingness to spend, 57-58 
Standard Oil trust, 148 
States: 

and local fiscal relations, 474-479 
expenditures, changes in, 32-34 
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States (Cont.): 
governments: 

and tax structure, 188-189 
duties of, 6 

Federal grants-in-aid to, 483-485 
grants-in-aid to local governments, 
476-479 

information to, 510 
taxes, 41-43, 197-198 

business, 301-303, 333-334 
commodity, 337, 339 
death and gift, 353-355, 365 
highways, 373-374 

income, 270-272, 291-292 
property, 399 

reciprocal arrangements between, 
507-509 

Stock dividends: 
taxability of, 260 
taxation of, 296-297 
Stockpiles, 72-73 

Street systems, highway revenues and, 
380-381 

Studebaker Corporation, 148 
Subsidation: 

and taxation, 150-151 
of mass consumption, 157 
Subsidies, 229-230 
effects of, on monopoly output, 152 
government expenditures in, 229 
Subsidy-tax approach, 150-151 
Sumptuary taxation, 195, 345-347 
Supplementary tax rates, fiscal coordi- 
nation, 487-488, 501 
Supply prices, relative, not accurate in- 
dex of relative social costs, 143 
Surpluses, budget, fiscal action with, 96 
Surtax, 244 

T 

Tax administration: 
certainty in, 205-206 
conclusions on, 207-208 
convenience in, 205-207 
costs of, 200-201 

and interstate trade barriers, 204- 
205 

collecting taxes, * 20 1-203 
taxpayer compliance, 203-204 
joint, as coordination device, 487-488 
property tax, 417-418 
recent simplification in, 199-200 
simplicity in structure, gains from, 
196-198 
TaxMion, 181 

’a|>flify-tCHpay theory; of, 191-192 
sS^gt^nistotion of, IQO-BOS. {see also 
pax - adniinistratijii) 

4>^pli<nly/fnd, 498-199 


Taxation (Cont.): 

and full employment, 189-191 
and production pattern, in private 
economy, 194-196 
business, 36-37 
changes in, 23, 34-43 
commodity, 336-349 
current-collection, 36 
death {see Death taxation) 
equity in, 191-193 
flexibility in, 107-109, 189-191 
planned, through variations in, 
155-156 

stimulating or retarding markets 
through, 114-115 
gift, 181-182, 251, 260 
ideas about, 187-188 
income that escapes, 251-256 
increases in, 34-35, 156 
negative, 109-111 

of capital gains, in lieu of business 
taxes, 316-317 
of property, 40 
of stock dividends, 296-297 
overlapping, increase in, 41-43 
personal and corporate, integration of, 
291 

personal-income, 35-36 
policy, flexibility of, 114-115 
progressive, 20, 193 
property (see Property taxation) 
reduced, 156 

resource allocation and, 193-208 
shifting and incidence of, 211-241 
special-benefit, 37-39 
structure of, 187-210 
complexity in, how it arose, 197 
simplicity in, need for, 196-198 
subsidation and, 150-151 

Tax credits, as coordination device, 
500-501 

Tax deductibility, as coordination de- 
vice, 485-486, 502-503 

Taxes: 

and Social Security, 382-391 
business, 300-335 {see also Business 
taxes ) 

capitalization, 233-235 
collection of: 
changes in, ^123 
Federal, 1945, 245 
increase in, 1929-1945, 187 
varying, 107-109 

commodity, 336-349 {see also Com- 
' modify taxes) 
consumption, 38-39, 886 
evasion 'or/avoidance of, 269 
exce^-profits, 2^9, 324-326 
a:ciise {see Exci^ taxes) 
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Taxes (Cont): 

income {see Income taxes) 
license, 237-238 
payroll, 38, 39, 238-239 
personal income, ( see Personal income 
taxes ) 

property {see Property taxes) 
reduction of, 108-111 
returns, 256-257 
joint, 254-256 
separate, 254, 255-256 
special problems of, 254-256 
sales {see Sales taxes) 
shared, 475-476 
Social Security, 382-391 
smnptuary, 195, 345-347 
undistributed profits, 240 
“use,” 232 

Tax-exempt securities, 286-291 
Taxpayers: 

and highway costs, 377-378 
viewpoint of, 203-204 
Tax-rate structure, personal income tax, 
294-296 

Tax-sharing, 493-495 
Tax shifting and incidence: 

analysis of, implications for, 214 
backward shifting, 222-224. 
and forward shifting, 225-227 
by consumers, 224-225 
basic assumptions, 212-215 
forward shifting, 216-221 

and backward shifting, 225-227 
general principles of, 215-230 
government expenditures, 228-230 
long-run and short-run adjustments, 
227-228 ‘ 

various forms of, 230-240 
Technology, long-run changes in, 71 
Tennessee Valley Authority, 30, 100, 
153, 157, 391-392 
Tobacco, taxes on, 195, 197 
Total product, determining maximiza- 
tion of, 138-140 
Transfer: 

and exhaustive expenditures, 19 
and public consumption, 19 
expenditures, 137 
payments, 6, 156 

increased importance of, 32 
hature of, 32 

Trust fund, use of, to avoid taxation, 
269-270 

,U 

Underassessment of property, 408-409 
competitive, 410 

Undistributed' pro:?ts tax, 240, 269-270 
in lieu of other cx^iporation taxes, 320- 
.821 ^ 


Unemployed, hired by government, 94- 
95 

Unemployment; 
compensation, 29, 385 
benefits under, 386 
fiscal pohcy and, 127-133 
Uninvested profits, taxing corporations 
only on, 321 
United Kingdom: 
personal income tax in, 250 
taxes in, 245, 246, 273, 274, 293, 317, 
465 

Units, governmental {see Governmental 
units) 

“Untaxing” business, 309-312 
proposals for, 312-322 
Urbanization, increased, 27 
“Use” method of allocating highway 
costs, 377-380 

“Use” taxes, shifting and incidence, 232 
V 

Vehicles: 

classes of, costs allocated among, 378- 
380 

users of, and highway costs, 377-378 
Velocity of circulation, 58 
Veterans’ pensions and benefits, 19, 173, 
174 

W 

Wages, reduction of, 77-78 
War: 

and increase in governmental expen- 
. diture, 27 
construction during, 32 
Wealth, distribution of, 161 
Welfare programs, and fiscal policy, 
106-107 

Willingness to spend, 57-58 
Wisconsin, 168 

pioneer in income taxation, 37, 42 
system of property taxation, 424-426 
Withholding system for wages and sal- 
aries, 199, 256-257, 263 
World War I: 

and public debt, 457 
commodity taxes, increase in, 336 
Federal borrowing during, 43 
governmental expenditure and, 24, 27 
World War II: 

and income taxes, 178 
and increase of public debt, 44 
governmental expenditure and, 24-25 
government corporations in, SO 
public construction during, 32 
stockpiles, 72 
WPA, 29, 31, 46 



